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ABSTRACT
Commercial banks have been highly regulated by Fed
eral and state supervisory agencies for many years.

Regu

lations established by these agencies, particularly those
of the Comptroller of the Currency, the Federal Reserve
Board, and the Federal Deposit Insurance Corporation, have
definitely influenced the development of commercial banks'
accounting and financial reporting practices.
Prior to 1964, most Federal banking regulations were
designed primarily for protecting depositors from losses
due to bank failures.

Thus, many Federal regulations

prompted banks to develop "depositor-oriented" reporting
practices which often understated assets, overstated lia
bilities, and reduced reported operating earnings.
The primary purpose of this study is to determine
whether regulatory influences on commercial banks' account
ing and financial reporting practices are beneficial from
the stockholders' viewpoint.

The study also evaluates

the effects of Federal regulations on the principal finan
cial statements published by banks--the Income Statement
and the Statement of Condition.

The major accounting and

reporting problems which are uniqtie to the banking industry
are also reviewed.
Incorporated into the study are the results of a
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survey sent to 100 commercial banks in Louisiana.

The

questionnaire was concerned with the accounting principles
and reporting procedures employed by banks preparing annual
reports for stockholders.

The questionnaire was classified

into five major areas (accounting principles, opinions
concerning financial disclosure, securities accounting,
loans and loan losses, and fixed assets) which include
virtually all of the present controversial issues encountered
when preparing bank financial, statements.

The survey re

sults provide valuable insights into the banking industry*s
current reporting practices.
Research findings indicate that bank managements have
reevaluated their traditional concept that financial state
ments should be designed primarily for the depositors*
benefit.

They are becoming increasingly aware of stock

holders* interest in their financial condition and results
of operations.

More and more commercial banks are begin

ning to have annual audits performed by independent certi
fied public accountants and are including in the annual
report the CPA's opinion of the financial statements.
Since the enactment of the Securities Acts Amendments
of 1964, Federal banking authorities have been compelled
to change their philosophy of bank regulation and report
ing.

Depositor protection is no longer the sole criterion

considered by Federal supervisory agencies when establish

ix

ing rules and regulations for commercial banks.

Both

depositors and stockholders are regarded as equal in terms
of financial reporting priorities.
In late 1964, the Federal Reserve Board and the Fed
eral Deposit Insurance Corporation adopted almost identical
codes, known as Regulation F, for those commercial banks
subject to the Securities Acts Amendments.

For the first

time in the history of banking regulation, Federal super
visory authorities issued regulations specifically intended
to inform stockholders more fully of banks' results of
operations and financial condition.
Although Regulation F affected only a small portion of
the total commercial banks in the United States, it stimu
lated Federal banking authorities to revise their regulations
in order to make them conform more closely to generally
accepted accounting principles.

In 1969, for example, the

three Federal supervisory agencies issued regulations re
quiring all commercial banks to include the provisions for
loan losses in the income statement.

This reporting require

ment has subsequently resulted in a better matching of banks'
revenues and expenses.

In addition, Federal supervisory

agencies have also adopted a regulation which requires all
commercial banks with assets of $25 million or more to main
tain an accrual accounting system for financial reporting
purposes.

These revised regulations and others have sub-

x

stantially increased the quality of bank accounting and
reporting.
Commercial bank accounting and financial reporting has
progressively improved since 1965.

Informative disclosure

for stockholders and the investing public has become both
a legal and practical necessity for more and more commercial
banks.
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CHAPTER X
INTRODUCTION
Commercial banks have traditionally depended on fi
nancial statements as a primary source of information for
evaluating the debt-paying ability of those business enter
prises requesting loanable funds.

Understandably, the

commercial banking industry has demanded that other in
dustries publish financial statements which reflect fairly
the results of their operations.
Ironically, the very group which demands such high
reporting standards in other industries* financial state
ments, and played such an important part in the early
development of financial statements, has found its own
reports the target of recent criticism from security
analysts and professional accountants.

These groups

have criticized commercial banks* reporting practices for
a number of reasons.

They cite the lack of disclosure

and uniformity in such basic reporting areas as valuing
assets, accumulating bor.d discounts, and recognizing loan
losses.

Even though many commercial banks are aware of

their reporting deficiencies and have taken steps to im
prove the quality of their reports, other banks continue
recording accounting transactions on a cash basis and
1

2
report only the minimum information required by law.
Yet, the critics of bank reporting practices should
be cognizant of the fact that commercial banks are quasi
public institutions and must conform to the regulations
promulgated by Federal and state regulatory agencies.
These supervisory agencies share the responsibility with
bankers for improving the reliability and uniformity of
financial data for the stockholders and general public.
Moreover, the three Federal banking supervisory agencies-Comptroller of the Currency, Federal Reserve Board, and
Federal Deposit Insurance Corporation— have sufficient
statutory authority to bring commercial bank accounting
principles and financial reporting practices up to the
standards attained by other business enterprises.
Statement Of Purpose
The financial accounting and reporting practices of
commercial banks have been influenced by the regulatory
requirements of Federal and state agencies.

In the past,

the rules and regulations established by these agencies
have been designed primarily for the depositors* protec
tion.

Thus, many Federal banking regulations prompted

bankers to develop conservative accounting practices for
reporting purposes in response to ’’calls" for financial
statements.

These conservative accounting practices were

also reflected in the financial statements prepared for

3
the commercial banks* stockholders.
The primary purpose of this study is to determine
whether regulatory influences on commercial banks* ac
counting and reporting practices are beneficial from the
stockholders* viewpoint.

Several important questions

which are investigated in this study are as follows:
Have stockholders been penalized by regulatory require
ments designed for protecting depositors?

Have regulatory

reporting standards improved the quality of bank finan
cial statements?

Have regulatory agencies become more

aware of stockholders* interest in bank reporting prac
tices?
Besides these basic questions, there are also a num
ber of secondary issues which are reviewed in this study,
such as the adherence of banks to generally accepted ac
counting principles, the degree of uniformity in bank
accounting and reporting, the opinions of bankers con
cerning the status of financial reporting, and the role
of the American Institute of Certified Public Accountants
(AICPA) in promoting improvements in bank reporting prac
tices.
Scone And Limitation
There are several limitations in the scope of this
study.

First, this study is limited to the accounting

and reporting practices of commercial banks.

It will

4
not delve into those accounting and reporting practices
peculiar to other similar institutions, such as the
savings and loan associations, mutual savings banks,
mortgage banks, or investment banks.
Secondly, the study does not discuss the factors to
be considered in performing independent audits of com
mercial banks.

However, the implications and ultimate

effects of independent bank audits on bank accounting
and reporting is within the scope of the study and is
discussed.
Incorporated into this study are the results of a
survey sent to 100 commercial banks in Louisiana in which
bankers were asked in one section of the questionnaire
to present their personal views concerning bank reporting.
The personal opinions obtained are those of Louisiana
bankers and should not be construed as those which might
have been obtained from a national survey.

While the

universe of the survey is limited to the geographical
boundaries of the State of Louisiana, it is believed that
the results are typical of responses that would have been
obtained from a similar questionnaire in other states.
Louisiana banks of all sizes were sent questionnaires
concerning the accounting principles and reporting prac
tices utilized in the preparation of published financial
statements.

The questionnaire was classified into five

major areas— accounting principles, opinions concerning
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financial disclosure, securities accounting, loans and
loan losses, and fixed assets.

These five areas include

virtually all of the controversial areas in bank finan
cial statements preparation.

The survey results are

included in the Appendix to this study.
The study also includes a review of the literature
pertaining to bank accounting and reporting practices
as found in books, periodicals, research bulletins, and
Federal regulations.
Organization Of This Study
The evolution of bank reporting practices is presented
in the following chapter.

Chapter II*s first section

briefly reviews some of the major historical events which
have molded the United States* commercial banking system.
This chapter also traces the development of bank finan
cial statements from the early days of the twentieth
century to the present period.

A few income statements

and balance sheets are illustrated in their early form
and serve as a basis for evaluating the progress which
has been achieved1in bank reporting through the years.
The final section' in Chapter II enumerates the objectives
and supervisory functions of the three Federal banking
agencies.

In addition, this section describes the scope

of each agency*s statutory authority and gives some
reasons for the establishment of these agencies.

6
Several recent developments which have influenced
bank reporting practices are examined in Chapter III.
For example, the effects of an expanding dispersion of
bank stock ownership, which has been contributed in part
to the increasing number of banks forming one-bank holding
companies (OBHCs), are investigated.

Important changes

in bank accounting and reporting which followed the enact
ment of the Securities Acts Amendments of 1964 are also
reviewed.

In addition, the influence of independent bank

audits by certified public accountants (CPAs) on bank
financial statement disclosure is discussed in Chapter III.
The major objections raised against having such audits
performed are considered and evaluated in relation to the
benefits derived therefrom.
Chapter IV contains an examination and critical eval
uation of commercial banks* balance sheet or statement of
condition.

The customary format of this statement is

illustrated in the chapter and those accounts which are
unique to the banking industry are explained.

Certain

accounting practices which were developed in the early
days of bank reporting and which have understated balance
sheet asset values are discussed.

The writer’s survey

results, which are incorporated into this chapter, give
some indication of how extensively these practices are
still employed for reporting purposes.

This chapter also

examines some major criticisms of balance sheets published
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by banks and presents various recommendations for improving
the quality of this important financial statement.
In Chapter V of this study, another important bank
financial statement, the income statement or report of
earnings, is examined.

The chapter’s first section lists

several benefits which banks can realize by using an ac
crual accounting system for internal and external reporting
purposes.

Supervisory regulations identifying those banks

that are required to use an accrual accounting system for
reporting purposes are also stated.

The ^all-inclusive11

income statement controversy, as it relates to bank re
porting, is reviewed in Chapter V.

The Accounting Prin

ciples Board’s pronouncements concerning the earnings
report are also discussed.

In this chapter, the major

operating income and expense items which are frequently
disclosed in published bank income statements are enumer
ated and described.

The chapter’s final section critically

evaluates the income statement format that banks are pres
ently using for reporting purposes.
The special nature of the banking industry creates
a number of accounting problems which are peculiar to
that industry.

In Chapter VI, the accounting and reporting

problems associated with bank securities transactions are
examined.

This chapter’s first section describes the

necessity of a bond premium and discount amortization
policy.

Also discussed in the chapter are various ap-
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proaches for reporting the gains and losses on securities
transactions.

The disclosure of investment securities

in the balance sheet is described, and the desirability
of establishing security reserves is investigated.

The

results of the writer*s survey pertaining to bank secu
rities accounting and reporting practices are also pre
sented.
Besides the accounting and reporting problems asso
ciated with investment securities9 commercial banks are
also confronted with similar problems regarding loan losses
and related reserves.

This important aspect of bank re

porting is discussed in Chapter VII.

The first section

of this chapter describes the effects of income tax regu
lations on the determination of banks* loan-loss provision.
Federal banking regulations concerning the disclosure of
the provision for loan losses in the income statement
are presented.

In addition, the various regulatory

formulas used by banks to determine their provisions for
loan losses are reviewed.

Chapter VII investigates some

of the reporting problems associated with loan-loss
reserve accounts.

The writer*s survey results concerning

loans and loan-loss accounting are also included in this
chapter.
The final chapter of this study is in the form of a
summary chapter.

Conclusions based on research findings

are also presented.

CHAPTER II
EVOLUTION OF BANK REPORTING
Accounting and reporting practices for commercial
banks have developed through an evolutionary process in
a manner common to many American industries*

Before

reviewing the early bank reports, it seems advisable to
discuss briefly the historical developments which have
shaped the United States1 banking system.
Commercial Banking System In The United States
There are nearly 14,000 banks with combined assets
of over $400 billion operating in the United States in
1970.

These banks control more funds than any other type

of financial institution.

All the banks within the system

are stockholder owned and have an organizational hierarchy
like other private business corporations.
These institutions have definitely played an impor
tant part in the United States* economic development.
Their most important function is supplying liquidity to
the economy.

Bank credit supplies money where it is needed

and when it is needed, and the repayment of this credit
removes money from circulation when the specific need for

10
it has passed.^
First American Banks
When the Continental Congress ratified the Constitu
tion in 1789, there were only three incorporated banks in
the United States*

The first bank chartered was the Bank

of Pennsylvania which was founded by Robert Morris and a
few associates in 1781.

When the bank received a national

charter three years later, its name was changed to the
Bank of North America.

The other two banks, each of which

obtained its charter in 1784, were the Bank of New York,
o
New York City, and the Massachusetts Bank, Boston.
All
three banks have had a continuous existence since they
received their charters, although their names have changed
because of subsequent mergers.
Each bank functioned in a manner similar to today*s
commercial banks, that is, it received deposits, made
loans, and handled the clearing of checks.

They conducted

their business with success and soon gained public con
fidence.
In 1791 the Federal government entered the bank char-

■^Paul M. Horvitz, Monetary Policy and the Financial
System (2nd ed.; Englewood Cliffs, N.J.: Prentice-Hall,
Inc., 1969), p. 16.
^Rq s s
Robertson, History of the American Economy
(2nd ed.; New York: Harcoqrt, Brace and World, Inc.,
1964), p. 155.
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tering field by creating the first Bank of the United
States.

Shortly after becoming Secretary of the Treasury,

Alexander Hamilton actively promoted the Barik*s establish
ment.

The Bank provided invaluable services for the young

economy, but its charter was not renewed upon expiration
in 1811 because of political pressure.

During this

period many citizens felt that the Federal government
should not issue paper money as the Bank was doing.
Others contended that the Bank was becoming so powerful
that it would eventually control the nation*s economic
life.
Growth Of State Banks
When the first Bank of the United States* charter
was allowed to expire in 1811, and with the beginning of
the War of 1812, the nation was faced with a great demand
for more money.^

To meet the need for additional money,

a number of state banks were established.

A problem soon

arose concerning the proper supervision of these banks.
Some states exerted little regulation over banks they
chartered.

Many state banks were poorly financed, super

vised, and managed.

As a result many banks issued more

^Horvitz, op. cit.. p. 66.
^Howard S. Dye, John R. Moore, and J. Fred Holly*
Economics--Principles. Problems, arid Perspectives (Boston:
Allyn and-Bacon, Inc., 1962), p . 191.

notes than they were able to redeem with the gold and
silver retained as reserves.
In 1816 Congress established a second Bank of the
United States to cope with the ‘'wildcat*' banks.

The

classic example of how the wildcat banks evolved is evident
from the wording of Michigan*s free-bank act of 1837 which
stated that "... any person or persons resident in the
State ... desirous of establishing a bank" could go into
the business.
One control procedure adopted by the second Bank was
the gathering of wildcat banks* notes and presenting them
later for redemption in gold or silver.

Needless to say,

wildcat bankers complained bitterly about this form of
regulation.

Their complaints, plus President Andrew Jack

son* s states* right attitude, led to the second Bank of
the United States* demise in 1863 when its charter expired.
State banking, therefore, remained the primary form of
banking until the Civil War.^

However, during this period

some states established sound rules and regulations for
their chartered banks.

The Louisiana law of 1842, for

example, provided a code which became a model of sound

^Robertson, op. cit.. p. 175.
^Dye, Moore, and Holly, o p . cit., p. 192.
^Howard D. Crosse, Management Policies for Commercial
Banks (Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1962),
p. 14.
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and conservative banking.

Ross Robertson described the

statutes' provisions as follows:
The Louisiana law required banks chartered
under it to keep a specie reserve equal to
one-third of their combined note and deposit
liabilities. Before 1 8 6 3 , several states
came to require specie reserve against notes,
ranging variously from 5 per cent to 33 1/3
per cent, but except for Louisiana and
Massachusetts they did not require reserves
against deposit liabilities as well.
A second important provision of the Louisiana
act evidenced growing emphasis on the need
for liquidity.
The two-thirds of all liabil
ities not covered by specie reserves were
to be backed by nonrenewable commercial
paper with no more than ninety days to -run.®
Both of these provisions emphasized the fact that if a
bank's resources were tied up in loans against real estate
or in long-term securities, as was the situation in the
West and South during this period, insolvency was a real
possibility.
Banking Since The Civil War
The Civil War, like the War of 1812, had significant
effects on the United States* commercial banking system.
In an effort to finance the Civil War and partly to abate
the abuses in state banking, Congress in 1863 passed an
act establishing the National Banking System.

This act

provided for Mthe chartering and supervision of national
banking institutions by the newly created Comptroller of

®Robertson, op. cit., p. 176.
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g
the Currency."
To induce state banks to recharter as national banks,
Congress permitted Federally chartered banks to purchase
interest-bearing government bonds.

These bonds could,

in turn, be used as a reserve requirement for the bank's
notes.

It was hoped that this inducement would encourage

state banks to request national charters.

Congress' ex

pectations were not realized, however, since the regula
tions imposed by a Federal charter restricted traditional
banking activities.

For example, regular bank examina

tions were mandatory, real-estate loans were restricted,
and the minimum reserve requirements were generally more
stringent than the reserve requirements of most states.
Once it became obvious that state banks were not anx
iously seeking to become Federally chartered, Congress
enacted a law which placed a 10% tax on any bank or indi
vidual issuing or using state bank notes.

"If the interest

on a loan were 7 per cent per annum and a bank were required
to pay a tax of 10 per cent per annum on the amount of
notes outstanding, the bank lost money on the transaction."*^
Consequently, a large number of state banks requested
Federal charters.
Even this prohibitive tax of 10% did not stifle the

^Dye, Moore, and Holly, op. cit.« p. 192.
*^Robertson,

op.

cit., p. 305.
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state banks’ growth for a long period of time.

By 1869

the number of state banks had begun to increase again.
There were several major reasons.

First, state bankers

began using checks instead of issuing bank notes.

By

lending deposits rather than bank notes, these banks
avoided paying the 10% note tax and were again able to
operate on a profitable*basis.

Secondly, some banks pre

ferred the advantages of unincorporated banking.^
By 1910 there were twice as many state banks as na
tional banks.

Nearly 14,500 banks were doing business at

this time without the aid of a central banking system.
The result was little coordination of the nation’s bank
ing activities.

The nearest thing resembling a central

banking system was correspondent banking.

This arrange

ment was entirely informal--one in which small banks
maintained deposit balances with larger banks in nearby
cities.

The smaller banks depended upon their correspon

dent banks to provide the services of a central bank,
such as collecting checks, providing credit, and giving
technical advice on operating problems.
Correspondent banking, however, was a poor substitute
for a true central banking system, and a number of problems
arose.

For example, when the larger banks were faced with

demands for cash, either from the public or their corre-

Hl>ye, Moore, and Holly, op. cit.« p. 193.
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spondent banks, and if they did not have adequate cash
reserves, they would obtain more funds by calling in their
loans.

This meant less spendable money for business and
1o

generally resulted in a financial crisis.
After a series of financial and banking crises, Con
gress became increasingly concerned with liquidity in
commercial banking.

Most parties agreed that the banking

system needed some sort of reserve institution or associa
tion to hold cash on behalf of its member banks and to
pay it out when individual banks were confronted with
1o

heavy demands.

Under the circumstances, Congress enacted

into law in December, 1913 the Federal Reserve Act which
brought into being the Federal Reserve System.

This Act

was nthe most important and revolutionary modification of
the country*s system of money and banks since the national
banking legislation of half a century before.
Since the establishment of the Federal Reserve System,
the commercial banking system and the country*s money sup
ply have been subjected to increased Federal control.
Early Published Financial Statements
Commercial banks, like other business enterprises in

^ P a u l B. Trescott, Financing American Enterprise
(New York: Harper and Row, Publishers, 1963), p. 150.
•^Ibid. , pp. 157-158.
14lbld., p. 158.
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the early days of the twentieth century, were unwilling
to disclose much, if any, information abotit their activ
ities.

During this period, stockholders might have re

ceived a condensed report of operations; but employees,
customers, and the general public were usually uninformed.
Most managers of business enterprises prepared financial
statements for their own benefit and considered these
reports absolutely confidential.
For many years, it was the general practice of com
mercial bankers to clothe their affairs with a "veil of
mystery."

Although there were occasional instances of

detailed statements published by banks for public consump
tion, it was not until the early 1930s that "more and
more banks, especially the larger city institutions, began
to issue fairly comprehensive statements of condition and
became somewhat less grudging in clarifying the basis upon
1R

which earnings were derived."

The impetus for this move

ment was undoubtedly influenced by the 1933 and 1934 secu
rities laws as well as public dissatisfaction and pres
sure.
In 1934 some of New York City's larger banks admit-

Brooke Willis, "The Financial Reports of Com
mercial Banks," In Sound Policies for Bank Management,
by Robert G. Rodkey (New York; Ronald Press Company,
1944), p. 212.
16Ibid.

ted the press to their annual stockholder's meetings for
the first time.

This action was a critical turning point

in the history of bank reporting practices since finan
cial information concerning the bankfs operations was
transmitted to a much larger audience than just the stock
h o lders.^

Even though some progress was being made by

larger banks, many bankers continued to maintain an in
different attitude regarding full disclosure and adequate
dissemination of financial information.

In fact, a report

prepared by the Senate Committee on Banking and Currency
in 1934 concluded that the majority of banks which pre
pared annual reports for their stockholders did not publish an income statement.
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Statement Of Condition
As early as 1864, the Comptroller of the Currency
was requiring banks under its jurisdiction to submit state
ments of condition for review and evaluation.

The Comp

troller used the statements to estimate the degree of
solvency maintained by the banks for the depositors' pro
tection.

Banks realized this and earnestly sought to

present the appearance of conservatism, stability, and

^ R i c h a r d J. Vargo, "Bank Reporting of Earnings to
Stockholders," The California CPA Quarterly. XXXVII (June
1969), 19.
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steady growth in their statements of financial condition.
Shown below is a statement of condition, published
in 1928 by a New York bank:
TABLE I
CENTRAL UNION
TRUST COMPANY OF.NEW YORK
Statement Of Condition
June 30, 1928
ASSETS
Cash on hand, in Federal Reserve Bank
and due from Banks and Bankers
United States Bonds
Municipal Bonds
Loans and Discounts
Short Term Securities
Bonds and Other Securities
Stock in Federal Reserve Bank
Real Estate
Customer’s Liability Account of Acceptances
Interest Accrued
TOTAL

$ 59,431,540.98
. 36,132,924.01
6,196,169.02
237,755,586.04
12,811,763.81
1,872,832.10
1,275,000.00
3,295,000.00
31,688,493.91
1,788,251.18
$ 392,247,561.05

LIABILITIES
Capital
Surplus
Undivided Profits
Deposits
Dividend Payable July 2, 1928
-Reserve for Taxes andInterest Accrued
Unearned Discount
Acceptances
TOTAL

Source:

$

.12,500,000.00
30,000,000.00
7,604,841.86
307,054,536*35
1,000,000.00
1,557,967.19
'384,350.92
32,145,864.73

$ 392,247,561.05

American Bankers Association Journal, XXI (September, 1928), 240.
!
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Although the statement was deficient in terms of to
day* s standards, this report was superior to most state
ments of condition published by other banks at the time.
Some of the principal deficiencies are as follows: (1) total
deposits are not broken down into the category of ’’Demand
deposits” and ’’Savings and Time deposits,” nor classified
according to type of depositor, such as individuals,
U.S. Government, political subdivisions, or other commer
cial banks; (2) the amount of reserves for bad debt losses
on loans is not revealed on the statement, nor the amount
of reserves established for possible security losses; and
(3) there is no information concerning methods used in
the valuation of the bank’s resources.

Despite these

deficiencies, it is interesting to note that this bank and
others were eager to give proof of their "soundness”
through the publication of their statements of condition.
In 1947 Daniel Borth, Jr. conducted an examination
of twenty-five Chicago banks* statements of condition and
concluded that their reports compared ’’most unfavorably
with the published financial reports of industrial and
19
commercial concerns.”-1

The results of his survey re

vealed the following order of arrangement and terminology
in the published statements of condition he reviewed:

^ D a n i e l Borth, Jr., "Published Financial Statements
of Banks,” The Accounting Review. XXII (July, 1947), 288.
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TABLE II
TYPICAL BALANCE SHEET FORMAT
USED BY BANKS IN 1947
RESOURCES
Cash and Due from Banks
United States Government Securities
Other Bonds and Securities
Loans and Discounts
Federal Reserve Bank Stock
Bank Premises
Customers' Liability on Acceptances
and Letters of Credit
Interest Earned, not Collected
Other Resources
LIABILITIES
Capital Stock
Surplus
Undivided Profits
General Contingency Reserve
Discount Collected, not Earned
Reserve for Taxes, Interest, etc.
Dividends Payable
Liability on Acceptances and
Letters of Credit
Other Liabilities
Deposits
Mr. Borth observed that the general order of arrangement
of "Resources" was found to be in the order of liquidity,
while "Liabilities" were in a reverse order beginning with
"Capital Stock" and ending with "Deposits."

20

Some of

his recommendations for improving the statement of condi
tion are still valid today?

20Ibid., p. 289
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1. The bases of valuation of the assets
should be clearly set out on the statement
of condition.
2. The "Reserve for Interest, Taxes,
Contingencies, etc." includes elements of
proprietary equities, deferred credits,
and true liabilities.
This practice of
lumping such diverse elements under one
statement title deserves the condemnation
of all interested in adequate disclosure
and the improvement of the quality of
published statements.
3. The practice of valuing bank premises
(including furniture and fixtures) at
nominal amounts ... would seem to sub
ordinate the principles of adequate dis
closure to the causes of the one-account,
all-purpose, outmoded statement of condi
tion and its many limitations.21
Statement Of Earnings
For many years the supervisory agencies were so en
thralled with monitoring bank*s solvency that the statement
of earnings was overshadowed by the statement of condition.
It was not until the turn of the twentieth century that
earnings reports were called for by regulatory authorities.
Furthermore, "only in recent years have most banks volun
tarily published summaries of the statement of income in
newspapers and included detailed income statements in their
annual report to stockholders."

22

Generally, those income statements prepared before
1945 were inadequate and in some instances misleading.

^ Ibid., pp. 289-291.
00

Vargo,

o p

. c i t ., p.
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The results of a survey published in 1944 revealed that
of 107 banks questioned in various parts of the country,
101 included earnings data.

However, 20 of these banks

published only a single figure for net profits.

Also,

the survey indicated that there was no agreement regarding
what should be classified in the operating and nonoperating
section of the income statement.

Only a few banks dis

closed nonoperating income and/or revealed the sources
and uses of income in any detail.

Lastly, the survey es

tablished the fact that some bank reporting practices were
misleading, such as "charging losses and crediting recov
eries and profits on securities sold to reserve accounts
without giving any indication in the earnings statement
of the extent of such transfers from or to reserve accounts."
A similar survey was undertaken by the National Asso
ciation of Bank Auditors and Comptrollers (now the Bank
Administration Institute) of the annual reports issued
by banks in 1947.

Their survey indicated that out of the

125 largest banks in the United States, only 73 issued
annual reports for general circulation and only 53 of
those reports contained a detailed statement of earnings.

2^Willis, op. cit.« p. 218.
^ J a c k W. Person, "Annual Report to Stockholders,"
Auditgram. XXVII (December, 1951), 16.
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The form and content of bank earnings reports have
slowly evolved over the years.

Earnings reports prepared

prior to 1945 utilized the concept of "net. profits" ac
counting.

Reports prepared using this approach "typically

began with pre-tax net operating earnings, showing no
detail of the revenue and expense items which determined
these earnings."

oc

Next, transfers to and from the secu

rities and/or loan loss reserves were disclosed in the
report.

The result was "net profits" as shown in Table III.

The discretionary transfers to and from the reserve accounts
made this approach susceptible to income manipulation.
TABLE III
EQUITABLE TRUST COMPANY
Income Statement
For the year ended Dec. 31, 1939
Operating Income
Operating Expense
P l us:
Profits and Recoveries
(Securities and Real Estate)
$26,293.14
Less:
Transfers to Reserves and
Write-downs
21.242.79
Net Nonoperating Income
Net Profits
At the Rate of (per share)
Dividends' Paid - $3.25
Net Addition to Undivided Profits
Source:

$
.
$

$

704,371.29
461,549.43
242,821.86

5.050.35
247,872.21
4.13
195,000.00
52,872.21

Robert G. Rodkey, Sound- Policies for Bank Management
(New York: Ronald Press Company, 1944), p. 157.

^Vargo,

o p

. cit., p . 21.
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The American Bankers Association (ABA) realized that
the nnet profit” format lacked detail.

They suggested

the use of a standard report form, as shown in Table IV,
for providing information to present and potential stockholders and the financial press.

9 fi

Apparently, some

.bankers were making serious efforts to improve their re
porting standards.
TABLE IV
CONDENSED REPORT OF EARNINGS
FOR SHAREHOLDERS AND OTHERS
For the year ended Dec. 31, 1942
Current Operating Earnings
Interest on Loans
Interest and Dividends on Securities
Other Current Operating Earnings
TOTAL
Current Operating Expenses
Interest Paid
Salaries and Wages
Other Current Operating Expenses
TOTAL
Net Current Operating Earnings
Reconcilement of Surplus and Undivided Profits
Surplus and Undivided Profits at beginning of year
Net Current Operating Earnings (as above)
Miscellaneous Additions (Net)
Less:
Dividends Declared
Other Deductions
Surplus and Undivided Profits at end of year
Source:

Robert G. Rodkey, Sound Policies for Bank Manage
ment (New York; Ronald Press Company, 1944), p. 148.

^ R o b e r t G. Rodkey, Sound Policies for Bank Manage
ment (New York: Ronald Press Company, 19447”, p. 147.
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The ABA was not the only group advocating a reform
in commercial banks' reporting practices.

The financial

press began pressuring banks to furnish stockholders ade
quate financial information.

In January, 1942 an edito

rial in The New York Times summed up the situation as
follows;
... there is still a need for some plan
under which all banks would furnish
their shareholders with full statement
of earnings.
This need has become more
acute in recent years because of the
importance of security profits in bank
income.
There is no general agreement
among banks whether none, part or all
of such profits should be included in
earnings to shareholders. And there
is complete lack of uniformity in the
way in which various banks report.
Some still provide shareholders with
no more information than they can dig
out by subtracting the undivided
profits of one annual statement from
those of the succeeding s t a t e m e n t . 27
By the mid-50s the "net operating earnings" (NOE)
approach was developed and employed by a substantial num
ber of banks.

Although the cash basis of accounting was

still frequently used, banks were now dividing revenue and
expense items into "steady" and "unsteady" categories.
The steady flows were used to determine "net operating
earnings," while unsteady flows were classified as "capital

27Editorial, The New York Times* January 24, 1942,
p. 16. See also The New York Herald Tribune, financial
page, January 25, 1942; The Bankers Magazine. article by
Ward Schultz (Financial Editor, Detroit Times), "Clarified
Bank Earnings Statements," March, 1942, pp. 225-226,

27
adjustments’* and were included in the reconcilement of
capital funds statements.

28

The capital adjustments

included such items as securities gains and losses and
transfers to and from loan loss reserves with their
related tax effects.
This approach to reporting earnings was naturally
favorable for the banks since it portrayed their earnings
trend as stable and steadily growing.

Yet, as one critic

of the NOE approach indicated, ’’these unsteady transac
tions are part and parcel of the operations and performance
of a bank, no matter how hard it may be to bring them into
29
the orbit of net earnings.”
Stockholders wanted to know how these so-called "nonoperating” items affected earnings.

Therefore, in the

mid-60s some banks began to report income under the "neonet operating earnings” concept.

Under this approach the

results of investment portfolio transactions and additions
to the loan loss reserve were shown below the net oper
ating earnings line rather than disclosed in the reconcile
ment of capital funds.

Table V illustrates this approach.

Note that the final figure on the statement is labeled
"transferred to undivided profits.”

2®David C. Cates, ”A Stock Analyst Looks at Uniform
Bank Accounting,” Auditsram. XL1 (August, 1965), 13.
29Ibid.. p. 14.
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TABLE V
MANUFACTURERS HANOVER TRUST COMPANY
Consolidated Statement Of Earnings
For the year ended Dec. 31, 1965
Operating Income
Interest and Other Fees on Loans
Interest and Dividends on:
U.S. Government Obligations
State, Municipal and Public Securities
Other Securities
Trust Department Income
Service Charges on Deposit Accounts
Other Operating Income
TOTAL

$

201,485,005

X y }J J / )O U J

3,477,481
18,885,217
10,497,969
13.350,078
294,46049"

Operating Expenses
Salaries
$
Profit-Sharing
Pension, Social Security and Other Benefits
TOTAL STAFF EXPENSE
$

57,719,457
4,315,951
8.827.327
70.862.735

$

104,095,521
16,606,535
4,058,420
18.790,097
214,413,308

Operating Earnings Before Income Taxes
Less: Income Taxes on Operating Earnings
NET OPERATING EARNINGS
$

80,053,441
29.918.736
“50,134,705

> Interest
Net Occupancy Expense of Banking Premises
Equipment Expenses
Other Operating Expenses
TOTAL

$

Non-Operating Income or (Charges)
After Income Taxes
Gain or (Loss) on Securities
$
Gain on Disposal of Real Estate
Additions to Reserve for Possible Loan Losses
Premium on Prepayment of Mortgage
Net Non-Operating Charges (After Net Income
Tax Reduction of $915,325 in 1965)
TRANSFERRED TO UNDIVIDED PROFITS
$

Source:

717,633
56,013
(907,100)
(384,770)
518,224
49,616,481

Manufacturers Hanover Trust Company, 1965 Annual
Report (New York), p. 19.
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Although most commercial banks have made great strides
in disseminating financial information to their stock
holders, the Committee on Banking and Currency in a 1964
report found that:
.
stockholders of banks in many cases
received little or no information con
cerning the financial result of their
bank's operations.
Less than 50% of
all banks publish annual reports ....
A financial report is read at the annual
meeting of 87% of those banks not pub
lishing annual reports, but 79% of those
banks reading such a statement do not
mail it later to all stockholders.30
It might be worthwhile at this point to examine
briefly some reasons for and against reporting bank's fi
nancial activities.
Reasons For And Against Reporting:
Some bankers claim that detailed financial disclosure
would violate the depositors' trust and might contain
-*\
information of a damaging nature and would be valuable
only to the bank's competitors.

Others state that banks

are reluctant to publish earnings figures for general
circulation because such disclosure might precipitate a

S.
Congress, House, Committee on Banking and
Currency, The Market for Bank Stock (Washington: U.S.
Government Printing Office, 1964), 88th Congress, 2nd
Session, p. v.
^Sherwood E. Bain, '’Annual Reports for Banks,”
Harvard Business Review. XXIX (November-December, 1951),
103.

30
"run" on banks in times of economic stress.

Another group

contends that:
Banks deal with much larger segments of
the population than do most manufacturers.
They have among their depositors many
persons lacking financial training who
can misinterpret figures and many persons
of foreign extractions who because of
unfavorable experience in the past might
easily be frightened.32
Lastly, some argue that the public*s interest is adequately
protected through the intensive bank examinations by the
state and Federal regulatory agencies.^3
We will now look at some of the advantages of publish
ing financial statements and consider some rebuttals to
the previous statements made.

As for ’'runs” on banks,

the commercial banks having the most to gain by a policy
of limited or nondisclosure are those operating with un
sound banking policies.

Their secrecy could easily pre

vent depositors and shareholders from knowing whether the
bank is maintaining adequate primary and secondary reserves
to cope with unexpected demands for cash.

With a policy

of full and adequate disclosure, those depositors and
stockholders interested enough to obtain and appraise the
facts would have due warning of the bank's solvency dete
rioration.

Furthermore, knowledge that an unsound condi-

32Ibid., p. 104
33Ibid.
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tion could not be kept secret from investors, depositors,
and the general public might be a powerful incentive for
bankers to operate sound financial institutions.

Also,

it is doubtful that the reporting of commercial banks'
earnings during a major depression, in and of itself,
would be sufficient to precipitate a run on banks as some
have suggested.
Another reason advanced for limited disclosure was
that many persons "lack financial training" to analyze
statements properly.

Maybe this was a valid argument

fifty years ago, but today many investors are capable of
understanding financial statements.

Moreover, if bank

reports were precise and clear, perhaps more readers would
be able to understand what is being stated.

There are

also many competent security analysts willing to help
the investor should he need assistance.
number

An increasing

of bankers have come to realize that many investors

are capable of understanding comprehensive bank reports.
As one banker wrote:
A comprehensive bank report is a very
good builder of customer goodwill, and
probably has some effect upon obtaining
new business, particularly among the
large national corporations in the
country. Most treasurers want to be
extremely well informed with reference
to the banks with whom they do busi
ness. 34

34Ibid.
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There are other distinct advantages to comprehensive
disclosure.

A reporting policy providing information of

real significance to the investing public can stimulate new
business by heightening public confidence and goodwill.

A

bank pursuing a full disclosure polity indicates to its
audience that it has nothing to conceal.

One banker ex

pressed his attitude concerning full disclosure as follows:
A bank has got to be prepared to expect
the bad along with the good, and unless
banking is willing to tell its. full
story, it can neither expect nor justify
the confidence on the part of those who
use banks for the deposit of money, for
the administration of trusts, or for the
extension of credit.35
Finally, a bank’s failure to provide informative
reports could possibly affect the future marketability
of its securities.

Dr. Eugene M. Lerner, while serving

as an economist of the House Banking Committee’s Sub
committee on Domestic Finance, made the following comments:
Adequate disclosure to stockholders is
the necessary foundation for a better
market for bank securities. A better
market, in turn, will assure banks a
lower cost of capital and thereby
enhance their ability to assume more
risk in their portfolio. Moreover,
a better market may reduce the pro
clivity to merge, for it is likely to
lead to high stock prices and greater
interest by the entire financial com
munity in the affairs of the bank.36

•^Ibid.. p # 105.
^ ”Why Banks Should Improve Their Stockholder Reports,”
Banking, LVI (April, 1964), 103.
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Governmental Supervision Of Commercial Banks
Commercial banking in the United States operates
under a dual banking system of state and Federally char
tered banks.

The dual system is the result of a still

unresolved conflict between Federal power and states*
rights.

Yet, this structure has permitted flexibility in

the banking system and has helped promote a healthy adapta
tion for an expanding economy.
National banks operate under Federal charters and
are under the supervision of the Comptroller of the Cur
rency.

These banks are required to become members of the

Federal Reserve System and must have their deposits in
sured by the Federal Deposit Insurance Corporation (FDIC).^7
In 1968 approximately one-third of the 13,679 banks oper
ating in the U.S. were national banks.

Although there

are fewer national banks than state banks, the former
retains more than half of the total deposits held by comOO

mercial banks in the U.S.
If a commercial bank does not wish to be Federally
chartered, it is chartered by the state in which it oper-

^ E . S. Woo ley, "Accounting for Banks," in Handbook
of Accountins Methods, ed. by J. K. Lasser (3rd ed.;
Princeton, N.J.: D. Van Nostrand Company, Inc., 1964),
P. 129.
OO

Luman H. Long, ed., The World Almanac and Book of
Facts (1970 ed.; New York: Newspaper Enterprise Associa
tion, Inc., 1969), p. 91.
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ates.

State banks are not required to join the Federal

Reserve System.

If it elects to do so, the bank places

itself under the Federal Reserve Board*s jurisdiction
and must subscribe to the FDIC.

''Also, to qualify for

membership in the Federal Reserve System, a state bank,
among other things, must meet national bank capital
requirements and maintain the prescribed legal reserve
balances on deposit with the Federal Reserve Bank of
its district.
If a state bank chooses not to join the Federal
Reserve System, it still has the option of having its
deposits insured by the FDIC.

To date, very few state

banks elect not to join the FDIC.

’'Approximately 97% of

all commercial banks, accounting for approximately 99%
of total commercial bank assets, are insured by FDIC.
Every commercial bank is subject to the authority
of a state and/or Federal regulatory agency.

As part

of their supervisory duties, these agencies periodically
perform surprise examinations of those banks subject to
their control.

The following table indicates the general

pattern of these examinations:

39
- Committee on Bank Accounting and Auditing, Audit
of Banks (New York: American Institute of Certified
Public Accountants, Inc., 1968), p. 12.
40Ibid.
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TABLE VI
BANK EXAMINATIONS PERFORMED
BY SUPERVISORY AGENCIES
Supervisory Agency

Bank
Classification

Comptroller
State
of the
Banking
Currency
Department

National banks
X
State banks:
Federal Reserve
members (usually
joint examination)
Non-members:
FDIC Insured
(frequently joint
or concurrent exam)
Non-insured
Note:

X

Federal
Reserve
Bank

Federal
Deposit
Insurance
Corporation

X

X
X

X

Supervisory examinations are usually scheduled an
nually, except with respect to national banks where
three examinations are scheduled in each two-year
period.

Source:

Committee on Bank Accounting and Auditing, Audit
of Banks (New York: American Institute of Certi
fied Public Accountants, Inc., 1968), p. 13.

These examinations are designed to determine the
adequacy of the bank*s solvency, the managements degree
of competence, soundness of the bank*s assets, and the
bankfs compliance to rules and regulations under which
it is operating.

Since the examination performed by

supervisory agencies serves different objectives than
audits performed by independent CPAs, obviously the scope

36
of their examination would not be made in accordance with
generally accepted auditing standards.

Mlt would not be

usual, for example, for the supervisory examiner to con
firm by direct communication with borrowers the existence
and amount of loans and related collateral; to confirm
deposits by direct communication with depositors; to
make detailed tests of transactions affecting assets and
liabilities between examination dates; or to perform
auditing tests of income and expense transactions.
We will now trace the historical development of the
three Federal regulatory agencies which shape commercial
banks* accounting and reporting practices.
Comptroller Of The Currency
The Comptroller of the Currency*s office was estab
lished by enactment of the Currency Act of 1863.

This

agency, antedating the Interstate Commerce Commission
by twenty-four years, was the first national administra
tive agency established exclusively for regulating an
important industry.

The original act authorized the

Comptroller to ’’charter banks, conduct examinations,
require reports, permit increases in capital stock,
establish and conduct receiverships in the event banks
did not redeem their notes, and under certain conditions

37
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to bring suit for the forfeiture of a bank’s charter.”
During its more than 100 years of existence, this
regulatory agency has been empowered with the following
statutory authority in supervising the activities of
national banks:
1. Supervising, in general, all national
banks and the company affiliates of national
banks.
This includes the issuance of rulings
and instructions, the giving of advice and
counsel, and the requirement of corrective
action.
2. Granting charters to new national
banks and approving the title and location
of such banks.
3. Consenting to changes in the names
and locations of national banks.
4. Approving the reorganization of
national banks.
5. Permitting national banks to operate
domestic branches.
6. Examining national banks.
7. Receiving reports from national banks.
8. Consenting to the conversion of state
into national banks.
9.
Consenting to the consolidation of
national banks, or of state banks with na
tional banks.
10. Granting to national banks permission
to increase or decrease their capital stock,
or to issue or retire preferred stock.
11. Determining the necessity for placing
national banks in receiverships to be con
ducted by the FDIC.
12. Bringing suit for forfeiture of the
charters of national banks which deliberately
violates the national banking laws.
13.
Supervising all banks and trust com
panies and credit unions not chartered under
the Federal Credit Union Act, doing business

^ G u y Fox, ’’Supervision of Banking by the Comptroller
of Currency,” in Public Administration and Policy Forma
tion. ed. by Emmette S. Redford (Austin: University of
Texas Press, 1956), p. 126.
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in the District of Columbia.
14.
Preparing annual reports to Congress,
recommending legislation and reporting on
the status of national banks.^3
Some of the agency*s main supervisory functions are
examined briefly.

One of the Comptroller*s primary func

tions is the granting of Federal banking charters.

Upon

receipt of an application, the appropriate district ex
aminer is instructed to direct ,fan elaborate and exhaus
tive investigation that reveals the background and re
sources of the organizers, the present banking facilities
available to the area to be served by the proposed banks,
and the likely effect of a new firm on competition in
that a r e a . " ^

Findings and recommendations of this inves

tigation are forwarded to the Washington headquarters and
constitute the chief basis for the Comptroller’s decision.
Before reaching his decision, the Comptroller also obtains
recommendations from the FDIC and the Federal Reserve Bank
of the district concerned.

45

^3Ibid.. p. 130.
^ R o s s M. Robertson, The Comptroller and Bank Super
vision (Washington, D.C.: The Office of the Comptroller
of the Currency, 1968), p. 169.
See also Donald D. Hoffman,
’’Bank Chartering Procedures,11 in Present Day Banking 1958.
ed. by William R. Kuhns (New.York: American Bankers Asso
ciation, 1958), pp. 215-225.
^Formerly, but not now, the Comptroller obtained
the opinion of the district’s Congressman concerning the
purported character of the applicant and required the en
dorsement of the charter by three prominent local officials.
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Generally, the chief reason for rejecting applica
tions for charters by the Comptroller has been a lack
of community needs.

"In all but a few cases of rejection

in recent years, the Comptroller judged that the need was
insufficient, and in half of the cases he felt that the
income prospects were unfavorable; in one out of three
cases he concluded that the management outlook was unsat
isfactory.
In addition to his power of granting Federal charters,
the Comptroller also possesses the statutory authority
to receive "call” reports from all the national banks
in the U.S.

The most important reports the Comptroller

requests are the ’’reports of condition" and the "reports
of earnings and dividends."

These reports must be sub

mitted to the Comptroller's office within ten days after
call or the delinquent bank pays a penalty.

Also, the re

port of condition must be published in a newspaper where
the national bank is located.

This is done by the bank,

at its own expense, and proof of publication must be pre
sented to the Comptroller.^

Each call report of condi

tion must contain a declaration by,the president, a
vice-president, and the cashier or treasurer that the

46C. Lowell Harriss, Money and Banking (Boston:
and Bacon, Inc., 1961), p. 45.

Allyn

^ M o s t state banking authorities have similar re
quirements for banks under their jurisdiction.
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report is true and correct to the best of their knowledge
and belief.
Formerly, the reports were regularly called by the
Comptroller on the last business day in both June and
December.

Many banks anticipating a call date began to

engage in the practice of “window dressing.'1 By inflating
their deposits and resources, some bankers would attempt
to improve or maintain the appearance of their relative
size.

The Comptroller's solution to this problem was

"surprise calls."

Yet, the Federal Reserve Board and

the FDXC did not agree with this policy and preferred
to pursue a policy of "moral suasion" and felt that
change should be brought about by education rather than
pressure. 48
During 1963, the Comptroller of the Currency issued
„1
regulations requiring every national bank with deposits
of $25 million or more to furnish a written report to
stockholders.

The annual report was to be received no

later than sixty days after the close of the calendar
year, effective as of 1963.

The regulation also stipulated

as a minimum the following financial information:
1.
Comparative balance sheets as of
the close of the current year and as of
the close of the preceding year.

AO

"The 'Moral Suasion* Campaign Against Window Dressing," Banking, LVI (January, 1964), 59.
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2. Comparative statements disclosing
net operating income after applicable
federal income taxes, net operating in
come per share, and cash dividends paid
per share for the current year and the ‘
preceding year.
3. A comparative reconciliation of
capital accounts which summarizes the
changes in the capital accounts for the
current year and the preceding y e a r . 49
The most effective means of supervisory control pos
sessed by the Comptroller is the regular examination of
banks.

He has statutory authority to make at least twice

a year "a thorough examination of all the affairs" of
national banks, the domestic branches of these banks, and
at his discretion, national banks* affiliates.

Knowledge

obtained through these examinations is "essential to the
Comptroller in his determination of criticisms to be made
or remedies to be applied respecting individual banks and
in his formulation of fundamental policies applicable to
the national banking system.

*50

The Comptroller has listed nine principal elements
his examiners must observe in their examinations.

They

are as follows:
1. Determination of amount and nature
of assets;
2. Determination of amount and nature
of liabilities;

Walter C. Johnson, "Financial Reporting to Stock
holders by Commercial Banks" (unpublished thesis, Rutgers
University, 1964), pp. 24-25..
*^Fox,

o p

. cit. . p.

158.
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3. Evaluation of assets; determination
of estimated losses;
4. Evaluation of management (directors
and officers) and policy;
5. Evaluation of practices and pro
cedures;
6. Determination of nature, adequacy,
and value of plant and equipment;
7. Analysis of expenses, earnings, and
adequacy of capital structure;
8. Compliance with requirements of lax?;
9. Analysis of trends; recommendations
and criticism.
Federal Reserve System
Following a severe financial crisis in 1907, Congress
appointed a National Monetary Commission to study the prob
lems plaguing the banking industry.

After several years

of thorough consideration, the Commission concluded that
the banking system needed an elastic currency, better bank
supervision, and a central bank.

In 1913, Congress passed

the Federal Reserve Act which embodied the committee*s
recommendations.

The Act made no attempt to revamp the

private banking system of that period; rather, it super
imposed the Federal Reserve System (FRS) upon the existing
banking structure.

The Act was signed by President Woodrow

Wilson on December 23, 1913, and the Federal Reserve Banks
- 52
opened for business the following year.

U.S. Congress, Joint Committee on the Economic
Report, Monetary Policy and the Management of the Public
Debt. 82nd Congress, 2nd Session, P a r t i l (1952), p. 899.
*59
J. Z. Rowe, The Public-Private-Character Of United
States Central Banking (New Brunswick, N.J.: Rutgers
University Press, 1965), pp. 51-66.
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The original Act's primary function was to regulate
the flow of bank credit and money, to afford a means of
rediscounting commercial paper, and to supervise more
effectively U.S. banking.

During its fifty years of

existence, the Federal Reserve System's goals have ex
panded to include:
1. Maximum sustainable economic growth;
2. Reasonable price stability;
3. Maximum practicable employment; and
4. Equilibrium in international pay
ments.
The Federal Reserve banks' capital stock is owned
by member banks and may not be transferred or sold to
others.

Every bank within the system must subscribe to

the capital stock of its district's Reserve Bank.~^

When

ever a member bank increases or decreases its capital or
surplus, it must also alter its ownership -of Reserve Bank
stock in the same proportion.

One-half of each member

bank's subscription must be fully paid and the remainder
is subject to call by the Board of Governors.

The member

bank's paid-in subscription is an amount equal to 3% of
its own capital and surplus.
Banks that become members of the Federal Reserve

~^William F. Treiber, "Modernizing the Federal Reserve
After Fifty Years," The Commercial and Financial Chronicle.
CC (August 20, 1964), 29.
CA

For administrative purposes, the United States is
divided into twelve districts with each district having
one Reserve Bank.
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System must comply with various Federal laws, regulations,
and conditions regarding:

(1) the adequacy.of capital;

(2) mergers with other banking institutions; (3) estab
lishment of branches; (4) relations with holding company
affiliates and bank holding companies; (5) interlocking
CP

directorates; and (6) loan and investment limitations.
A major objective of the FRS is keeping informed of
the conditions, operations, and management of member banks.
One important means of attaining this goal is the bank
examination.. The scope of the Federal Reserve*s bank
examination is very similar to the Comptroller’s, as
described previously.

In practice, the Federal Reserve

confines its field examinations to state member banks,
and whenever practicable, such examinations are performed
jointly with state banking supervisory authorities.

The

established policy is one regular examination of each
state member bank every calendar year.

’’Since national

banks are subject to examination by the Comptroller of
the Currency, the Comptroller’s District Chief Examiners
furnish the Reserve Banks with copies of reports of
examinations of all national banks in their respective
districts, and in this way the two agencies avoid duplip/*

eating examinations."

^ The Federal Reserve System: Purposes and Functions
(Washington, D.C.: Board of Governors of the Federal
Reserve System, 1961), p. 66.
•^Ibid., pp. 151-152.
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To supplement information obtained from the bank
examinations, the Federal Reserve also requires its mem
bers to submit annually four reports of condition and
earnings on dates selected by the Comptroller of the Cur
rency, the Chairman of the Federal Reserve*s Board of
Governors, the FDIC's Chairman of the Board, or a
majority thereof.

Two of the reporting dates are selected

within the period January to June inclusive, and two
within the period July to December inclusive.
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Federal Deposit Insurance Corporation
The Federal Deposit Insurance Corporation (FDIC) was
established in 1934 to insure deposits of all eligible
banks.

Every member bank belonging to the Federal Reserve

System must have deposit insurance.

State banks not in

the FRS may receive coverage if they agree to subject
themselves to the FDIC*s rules and regulations, including
periodic bank examinations.
Insured banks are assessed at the annual rate of 1/12
of 1% of their total deposits including interbank deposits
but excluding those of the U.S. Treasury.

Since 1961 the

insured banks have been credited 66 2/3% of their assess
ments after deducting FDIC*s expenses and losses.

Origi-

Ferdinand L. Garcia, How To Analyze a Bank State
ment (4th ed.; Boston: Bankers Publishing Company, 1966),
p. 3.
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nally, the FDIC had $150 million capital subscribed by
the Treasury and almost an equal amount from the Federal
Reserve banks.

The FDIC has since retired the capital

stock plus interest by payments to the U.S. Treasury.
Losses from bank failures have been inconsequential
since the agency*s founding.

All losses have been paid

out of funds received by the FDIC as premiums from its
members plus interest earned on these funds.

To meet

extreme needs, the FDIC may borrow up to $3 billion from
the Treasury.

Thus far, there have been no borrowings

from the Treasury.
To avert failures of insured member banks, the FDIC
requires that member banks be examined annually and sub
mit reports four times a year concerning their financial
condition and operating earnings.

In general, the

agency examines only those insured banks not subject to
examination by another Federal supervisory agency.
When an examination reveals that a bank needs help
or when it seeks aid, the FDIC may do one of three things:
(1) it may let the bank close and pay each depositor up
to $20,000 in cash or a deposit at another insured bank;

^"Government Loan and Credit Programs," Banking;.
LVI (April, 1964), 152.
59

In such cases, the FDIC has the right to offset
depositors’ claims for insured deposits against their
loans outstanding in the distressed bank.
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(2) it may lend to the bank, purchase assets, or make
deposits so that the bank can continue to operate; or
(3) it may arrange merging the bank that is in difficulty
with another insured bank guaranteeing the latter against
loss*
One of the primary benefits derived from FDIC super
vision has been the improved banking standards it has
required of smaller banks.

Traditionally, this group has

suffered the greatest losses during periods of financial
panics.

For example, it was found that:
Of the 14,000 banks that suspended busi
ness between 1921 and 1933, 11,300 were
state banks and 2,700 were national banks.
Most of the failed banks were small; more
than 90 per cent of them were in commu
nities with less than 25,000 inhabitants,
and 85 per cent had total assets of less
than $1 million.

Even though the three Federal supervisory agencies
have done much to improve bank operating standards, there
have been cases of overlapping responsibilities and
functions.

A basic problem has been the divergent inter

pretation and, therefore, varied administration of similar
or even identical statutes.
sion and inconsistency.

The result has been confu

Some critics have stated that

this problem is caused by fragmented authority scattered
among a host of Federal and state agencies.

The problem

^Pjobertson, The Comptroller, pp. 125-126.
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is also

complicated when each agency feels convinced that

"italone" knows what is

best for the banking industry.

This dilemma sometimes forces the banker to ponder the
question:

"Who is in charge?"^*

Another criticism concerning banking regulation is
that it has essentially become a system of Federal regula
tion.

As one writer stated:
State authority is only valid within a
federally-directed and structured system.
This is to say that state authority is
permitted only up to the point where i t .
begins to step on the toes of the central
government.
Yet, in order for the commercial banking system to

be one based on flexibility, many feel that bank regula
tion; should be a joint effort between state and Federal
authorities.

Strong state supervision should complement

rather than compete with Federal supervision.

Certain

state banking commissions should be delegated authority
for making those decisions where local interest is of
great importance, such as branch banking applications.
One final criticism regarding present bank regulatory
structure is that "many of the existing rules and proce
dures sharply curb the ability of aggressive banks to

^ M a r v i n A. Bryan, "Striking a Balance In Banking
Regulation," The Commercial and Financial Chronicle» CCV
(June 1, 1967T T i 7.
62Ibid.
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compete with full vigor with other banks as well as with
non-bank competitors."

fi O

These opponents of strict regu

lation believe that freer and broader competition would
benefit both the public and commercial banks.
Most critics of banking regulation realize, however,
that all the blame cannot be charged against the Federal
government.

Many have indicated that bankers as a group

have not vigorously fought for changes in the structure.
"It seems that a great many bankers are content to live
with competitive restraints so long as their commercial
bank competitors are also constrained."^4
Having traced the historical development of bank
reports and the Federal banking regulatory agencies, we
will now examine some recent developments which have in
fluenced bank financial reporting.

^ C h a r l e s M. Williams,

"Obsolete Banking Regulation
in an Era of Change," The Commercial and Financial
Chronicle. CCVII1 (October 17, 19685, 15.
64Ibid.. p. 16.

CHAPTER III
RECENT DEVELOPMENTS AFFECTING BANK REPORTING
There have been several significant developments in
recent years inducing commercial banks to disclose addi
tional financial information and prepare financial reports
in accordance with generally accepted accounting principles
followed by nonbanking industries.
Expanding Number Of Stockholders
A primary factor prompting changes in bank reporting
practices has been a gradually changing profile of bank
ownership*
In the early days of the banking system, most banks
were locally owned, closely controlled, independent com
munity businesses.

The advent of branch banking on a

large scale in the 1930s created a broadening ownership
base of bank equities.

After World War II the ownership

dispersion of bank stocks expanded substantially with the
rapid growth and increasing need for capital by the banking
industry.

The need for more capital led, in many cases,

to the formation of bank holding companies whose securities
received national distribution.
The vast broadening of ownership in the 1960s brought
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about a shift in the type of bank stockholders and in the
objectives for owning bank shares.

Many investors no

longer considered bank stocks as an alternative to bonds
or savings accounts.

Bank common stocks were evaluated

in the context of other common stock choices.

This new

breed of bank stockholders was more interested in the
trend of earnings growth, the dividend distribution, and
the yield on capital.

Many felt that book value per share

and heavy reserves were irrelevant.
"This dispersion of ownership and the need by present
and prospective stockholders for data to appraise the
value of an investment have been responsible for some
shift from the use of accounting practices emphasizing
depositor protection to accounting procedures resulting
in a better determination of results of operations and
financial position."*

For example, numerous banks now

disclose net income per share figures in their annual
reports.

This new information enables investors not only

to compare price/earnings ratios between banks but also
to compare price/earnings ratios of banks to other busi
nesses.
Securities Acts Amendments Of 1964
Prior to 1964 banks had not been required to comply

*Robert H.iMills and Frank Luh, "Financial Reporting
of Commercial Banks," The Journal of Accountancy. CXXVI
(July, 1968), 49.
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with the Securities Acts of 1933 and 1934 on the grounds
that they were already being regulated by Federal banking
authorities or state banking departments.

However, the

Amendments of 1964 subjected some banks to the Securities.
and Exchange Commission's (SEC) registration requirements.
"The decision to bring banks under the amendments to the
Securities Acts presumably resulted from recognition of
the wide ownership of bank stocks by the general public
o

in all parts of the nation."

The SEC's attitude was

that as long as banks competed with other industries in
the market place for capital funds, banking institutions
should be willing to accept the same responsibilities as
other corporations.
One primary objective of the Amendments was to afford
investors in publicly-held companies, whose securities
were traded over-the-counter, the same fundamental dis
closure protection available to other investors whose
company's securities were listed on an exchange.

Moreover,

the Amendments extended disclosure, proxy solicitation,
and insider trading requirements to banks and other cor
porations not listed on securities exchanges.
According to the original legislation, a bank had to
comply with the new lav? when it met all three of the fol-

^Fred M. Oliver, "New Horizons in Bank Accounting
and Reporting," Banking. LIX (June, 1967), 63.
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lowing requirements:

(1) had total assets in excess of

$1,000,000; (2) had 750 shareholders of record for any
class security; and (3) engaged in interstate commerce
or in a business affecting interstate commerce, or its
securities were traded by the use of the mails or by any
means or instrumentality of interstate commerce.

The

’•number of shareholders” requirement dropped to 500 as of
May 1, 1967.
The effect of the Amendments within its first two
years of enactment was to require new registration by
about 3,500 companies of which 600 were banks.^

"No doubt

the nature of banking institutions and the tradition of
statutory regulation will mean that new registration
requirements will have greater impact on banks than on
industrial companies.”
The administration and enforcement of registration
and periodic reporting requirements was not vested in the
SEC, but rather with the appropriate Federal bank regula
tory agency.

Thus, the Comptroller of the Currency, the

Board of Governors of the Federal Reserve System, and the

^Hugh F. Owens, "The SEC Discusses Full Disclosure,”
Banking. LVI1 (April, 1965), 11.
^Charles W. Boand, "The Securities Acts Amendments
of 1964,” The Illinois CPA. XXVIII (Winter, 1965), 28.
^Edwin K. Walker and Patrick M. Mellilo, "What the
New Regulations Mean to Banks,” The Price Waterhouse
Review. X (Spring, 1965), 7.
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Federal Deposit Insurance Corporation were delegated the
authority for executing the provisions of the Act as they
relate to commercial banks.
Regulation F
In late 1964 the FRB and the FDIC adopted almost
identical codes* known as Regulation F, for those banks
subject to the Securities Acts Amendments.

These regula

tions contained various instructions relating to the form
and content of financial statements called for by these
agencies.

Major elements covered by the regulations as

they pertain to bank reporting are as follows:
1. Accrual accounting is to be em
ployed by reporting banks where practi
cable;
2. Securities accounts* in both the
balance sheet and income statements,
are to reflect amortization of premiums
and accretion of discounts, except that,
if discount is not accreted, the effect
on earnings of failure to do so is to
be disclosed in a footnote;
3. Market value, as well as book
value, is to be disclosed for holdings
of common stocks, real estate other than
bank premises, and bonds which are not
of "investment grade11;
4. Fixed assets accounts are to be
reconstituted for the last five years,
if necessary, to reflect original cost
less depreciation. Also, the cost of
premises and accumulated depreciation,
as recorded for Federal income tax pur
poses, are to be shown;
5. Gains or losses in bond-trading
department activities are to be shown
separately from interest income on the
bank's investment portfolios; and
6. Allowances and reserves for bad
debts and security portfolio losses are
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to be disclosed and treated either as
deductions from the relevant asset item
or as capital contingency reserves
depending on their character.®
In keeping with the purpose of the Securities Exchange
Act to make significant information widely available to
investors, Regulation F provided that registration state
ments and reports of banks be available for public in
spection at the FDIC office in Washington and at each of
the twelve Federal Reserve banks.
The Comptroller of the Currency also issued new regu
lations for national banks designed to assure fair pre
sentation of financial condition and results of operations
after passage of the Securities Acts Amendments.

According

to the Comptrollers regulations, when national banks
offer additional securities for public sale, they are
required to file a registration statement and offering
circular with his office.

This statement must contain

as a minimum such information as "the name and address of
the issuer, the number and dollar amount of the securities
offered, the proposed means of distribution, the expenses
incurred in connection with the offering, and a brief
7
statement of the intended uses of the proceeds."
In

^"New Disclosure Regulations Adopted," Banking, LVII
(February, 1965), 14.
See also Henry P. Hill, "New Bank
Regulations," The California CPA Quarterly. XXXIII (March,
1966), 10-14.
^Russell H. Kyse, "Bank Securities Disclosure Regu
lations Under the 1964 Securities Act," Texas CPA» XXXVII
(April, 1965), 65-66.
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addition, the Comptroller requires a brief history of the
bank's present and proposed operations, financial state
ments not more than ninety days old prior to registration,
a description of the bank's pension, retirement, and bonus
plans, and a listing of the principal shareholders.
Prior to the Securities Acts Amendments of 1964, super
visory authorities had issued regulations designed pri
marily for depositor protection.

In 1963 William McChesney

Martin, then Chairman of the FRB, aptly expressed his
agency's attitude about bank regulation when he stated:
Bank supervision is intended to assist
in maintaining a sound, serviceable
banking structure and to protect bank
depositors. As an incident to these
principal functions, supervision also
benefits bank shareholders in important
ways.8
The passage of the 1964 Securities Acts Amendments
ushered in a new era in bank reporting and regulation.

This

legislation stipulated that stockholder protection was no
longer to be considered an incidental factor in bank regu
lation and reporting.

It, in effect, made the following

statement to both bank regulators and commercial bankers:
You must continue your concern for de
positors but financial reporting prac
tices, which have been geared to the
protection of depositors, must from now

Q

Louis A. Mackenzie, "Should Banks Be Required to
Adopt the Reporting Requirements of the SEC?" in Selected
Papers 1965 (New York: Haskins & Sells, 1966), p. 125.
[Emphasis added3
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on take into account the needs of stock
holders and investors as well.
The two
purposes must be blended.9
Since the enactment of the 1964 Amendments, regulatory
agencies have established accounting and reporting standards
far superior to those previously required.

Moreover, the

Amendments provoked the banking industry through its asso
ciations, such as the American Bankers Association and
the Bank Administration Institute, to work diligently
toward finding further agreement on certain difficult ac
counting problems.

The Bank Administration Institute, for

instance, urged all banks, even those not subject to the
Securities Acts, to present their financial statements
"in a manner that will give sufficient information to
stockholders, investors, and depositors so that they can
form meaningful judgments on the financial condition of
the bank and the results of its o p e r a t i o n s . T h u s ,
many banks have gone a long way toward the ultimate goal
of preparing their financial statements in conformity with
generally accepted accounting principles.
Audits Bv CPAs
Regulation F, as originally proposed, required that

^"FDIC Chairman Calls for Independent Audits," The
Journal of Accotmtancv» CXIX (March, 1965), 18.
1^"NABAC Urges Accrual Concept in Banks' Financial
Statement," The Journal of Accountancy, CXXIII (February,
1967), 22.
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all financial statements submitted with registration state
ments be examined by independent public accountants.

Some

bankers believed that the certification requirement was
unnecessary.

They raised many objections to this require

ment, and as a result the regulations were changed.

As

finally adopted, the regulations "permit the banks to
choose whether to have their financial statements 'certi
fied by an independent public accountant or verified by
the bank's principal accounting officer and its auditor'.
Some banks have recognized the importance of obtaining
professional assistance in preparing their financial state
ments.

In 1964 Manufacturers Hanover Trust Company and

Morgan Guaranty Trust Company, two of the country's major
banks, included the opinions-of independent CPAs for the
first time in their annual reports to stockholders.

Hope

fully, the examination of year-end financial statements
by CPAs will become more widespread among banks, even
though it is not required by Federal banking regulatory
authorities.
Of course, many banks have raised objections to audits
by independent public accountants.

Probably the two main

arguments most often cited are "duplication" and "cost."
Some bankers state that examinations by supervisory

•^"FRB, FDIC Disclosure Rules Make Independent Audits
Optional," The Journal o_f Accountancy, CXIX (February,
1965), 7.
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agencies and audits by independent accountants would bring
about unnecessary duplication of efforts.

However, there

is a very clear distinction between the goals of super
visory examinations and independent audits.

Hr. K. A.

Randall, former chairman of the FDIC, explained the dif
ference between examinations and audits as follows:
The bank audit is a quantitative analysis
of a bank's assets and liabilities, its
income and expenses, determining what
does and does not belong on the books, and
whether or not these transactions are ac
curately reflected in the bank's records.
The examination, on the other hand, is
primarily a qualitative analysis, aimed
at developing the value of the holdings,
their soundness, legality of the bank's
actions, the soundness of capital, and
the quality of management ....
The examiner and the auditor, because of
the basic differences in ultimate objec
tives, do not even approach their tasks
from the same point of view.12
A bank examination includes some auditing procedures,
but these are limited in scope and do not approximate a
full audit.

Thus, there are many audit ^teps performed

by a'CPA in an independent bank audit which would not be
within the scope of regular bank supervisory examinations.
Some of these audit procedures are as follows:
1. Direct confirmation of deposits
and loans.
2. Detailed audit to determine that

^ " T h e Importance of Bank Audits," The Journal of
Accountancy. CXX (July, 1965), 21.

the figures which represent assets and
liabilities correctly reflect and repre
sent the result of various transactions.
3. Detailed check of income accrued
and received, and detailed vouching, for
a period, of expenses accrued and paid,
to determine whether bank was receiving
income to which it was entitled, whether
expenses were properly chargeable and
paid, and whether taxes were computed
correctly.
4.
Study of the bank's systems, pro
cedures, records, manuals, personnel
effectiveness, work flow, and mechaniza
tion to determine costs and overall
operating efficiency.13
Since

the

goals of thebank examination and independent

audit

are

quite different, the argument

that auditsby

CPAs would represent duplication of work performed by
supervisory authorities has many weaknesses.
"Some larger banks maintaining internal audit staffs
contend that the work of these staffs parallels the pro
cedures of an independent auditor, and thus make indepen
dent audits ... overly costly."*^

Cost, however, can be

held within reasonable limits by effective coordination
with internal auditors.

Normally, the independent auditor

^Herbert E. Kirmmse, "Major Differences Between
Audit of Banks by CPAs and Examination by State Banking
Department," The New York Certified Public Accountant*
XXVII (February! 1959), 96-97~
See also Daniel E. O'Keefe
"Do Examinations by Bank Regulatory Agencies Eliminate the
Necessity for CPA Audits?" The Florida Certified Public
Accountant, VII (May, 1967), 48-54.
l^E. John Larsen, "The Controversy Over Independent
Audits for Banks," The Journal of Accountancy. CXXIII
(May, 1967), 44.
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limits his procedures when client internal controls are
strong.

Costliness is more applicable to the small bank

lacking adequate internal controls.

As one writer stated:

Of the 14,000 banks in the country, I
suspect that less than 1,000 provide the
internal control features necessary to
make independent audits of their finan
cial statements economically feasible.15
The cost of independent bank audits must be measured
against the obtainable benefits.

Many constructive recom

mendations for improving operating procedures, internal
accounting controls, internal auditing, and tax planning
have arisen from professional audits.

Some banks have

also experienced improved investor confidence and a broader
reception for their stock.
There appears to be a real potential for additional
audit work in the area of commercial banking.

Yet,

those accountants who are unfamiliar with the banking in
dustry should proceed with caution when preparing for a
bank audit.

It has been noted that:

Banking is a highly specialized field of
endeavor, and the accountant daring to
offer his services must be equipped to
handle the engagement.
For example, with
all but the smallest banking operations,
there are so many control points to be
covered simultaneously with a cash veri
fication that a staff of several auditors
is required, at least for that very
critical point in the audit.16

^ A r t h u r Bettauer, ’’Should Banks Have Independent
Audits?” The Price Waterhouse Review. X (Winter, 1965), 18.
^ R . M. Sommerfeld, ’’The Need for CPA Bank Audits,”
The Journal of Accountancy« CXVII (May, 1964), 52.
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It would seem that independent audits are desirable
for all banks subject to the Securities Acts Amendments.
Yet, when a sample of Louisiana bankers were asked:

”Do

you believe that an annual audit should be performed by
an independent CPA and that his opinion of the financial
statements should be disclosed to the stockholders?1’ only
33% of the total respondents answered with an affirmative
response, as shown in question 4 of the Appendix.

Hope-

fully, more bankers will begin to realize that as long
as they have responsibilities to both depositors and in
vestors, independent bank audits are worthwhile.
One-Bank Holding Company
The emergence of the one-bank holding company (OBHC)
in recent years has been a most important development in
the banking industry.

For many years the growth of com

mercial banks had been restrained by restrictive banking
regulations as well as competition from nonbank financial
institutions.

In their search to find ways, of adjusting

to a changing economic and financial environment, many
banks began forming OBHCs.

By mid-1969 more than 110 of

these firms had been established or proposed, and in
aggregate they held over one-fourth of the deposits of all
commercial banks in this country.
Basically, the OBHC formation involves:
... the bank's creation of a business
corporation which then establishes a
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subsidiary bank. After this, the orig
inal bank is merged into the dummy sub
sidiary and it in effect replaces the
subsidiary.
The result is that the
stockholders of the old bank end up
owning shares of a business corporation
whose only asset at first is the bank
that existed b e f o r e . 17
This new form of organization permits the original bank to
continue operating as before, even under its old name.
Ironically, the current OBHC concept was based in
part on the U.S. Supreme Court*s decision to strike down
the proposed merger of Philadelphia National and Girard
Trust in 1963.

In that case the Court concurred with

the Justice Department*s contention that banking is a
"unique line of commerce" and as such does not compete
with nonbank financial institutions.

Thus, bank acquisi

tions in other financial areas would not violate the
antitrust laws.

Banks could now acquire other businesses

18
which they legally were not considered competing against. °
Holding companies linked to banks are not new, of
course.

Over the years many large corporations, such as

Sears, Montgomery Ward, Baldwin Piano Company, Sperry and
Hutchinson, and C.I.T. Financial Corporation, have acquired
or established banks to diversify their activities.

Pres-

17paul S. Nadler, "The One-Bank Holding Company,"
Banking, LXI (December,.1968), 34.
^ Ibid.. p. 35. See also Paul S. Nadler, "One-Bank
Holding Companies: The Public Interest," Harvard Business
Heview, XLVII (May-June, 1969), 110.
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ently there are about 600 of these holding companies.

In

most cases, however, the banks constitute only a minor
part of the corporation's activities or holdings. ^
in recent years, the pattern has been reversed.

But

Now the

banks are forming OBHCs and are the major affiliate of
this new breed of holding companies.^
The rush to form OBHCs is partly explained by the
distinct advantages of this type of organization.

First,

it enables banks to overcome certain regulatory and super
visory restrictions.

The Bank Holding Company Act of 1956

specifically exempts organizations owning only one bank
from its provisions and related Federal Reserve regulations.

21

While a registered bank holding company's af

filiates may operate only in fields closely related to
banking, such as factoring, safe deposit, lease financing,
and mortgage servicing, the unregulated OBHC in theory can

l^Hal Morris, "Clarifying the One-Bank Holding Company
Concept," Burroughs Clearing Houses LIII (March, 1969), 72.
^ U n i o n Bank of Los Angeles was the first major bank
in the nation to form the new type of OBHC in late 1967.
After Union Bank's move, numerous banks followed suit or
announced plans to do so. Some of these banks are: First
National City of New York, North Carolina National, Indus
trial National of Rhode Island, First Pennsylvania Bank,
Citizens and Southern National Bank, La Salle National of
Chicago, Omaha National Bank, and Southern California First
National. A number of smaller banks also announced similar
reorganization plans.
2*Some states, however, have laws that regulate or
forbid OBHCs.
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diversify into any kind of business* whether or not re
lated to banking.

But in practice, "it seems likely that

most of the subsidiaries that will be acquired or created
by the new companies will be engaged in providing financial services of one type or another."

22

Secondly, the OBHC permits greater flexibility in
raising capital and in improving leverage than that avail
able for a conventional commercial bank.

If the latter

intends to raise its capital, it may be informed by bank
examiners that:
... it must utilize equity capital or
that it can only have a certain percent
age of debt capital in its structure.
The result is that the amount of lever
age f.vailable is strictly limited and
the bank must often dilute its equity
to meet supervisory authorities' demands
for increased c a p i t a l . 23
A OBHC, however, can borrow as much as the capital market
will lend it.

By issuing debt at the holding company level

in exchange for the affiliate-bank*s capital stock, the
affiliate's excess capital is reduced and overall organiza
tional leverage is increased.
Thirdly, the OBHC structure makes geographic expansion
easier.

Banks confined to a single state or subdivision

thereof may expand their banking operations nationwide

A. M. Youngquist, "Bank Expansions The 'Conglomerate*
Route," Bankers Monthly. 1XXXV (August 15, 1968), 5.,
23Nadler, "The One-Bank Holding Company," p. 35.
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through OBHCs if they so d e s i r e . ^
Finally, the OBHC structure may improve investors*
opinions of bank stocks.

For many years bank stocks have

been selling at conservative price earnings ratios.

But

the prospect of diversification via the OBHCs has been
hailed by some stock market observers as tomorrow*s "pre
ferred conglomerate" and a new growth investment concept.
The OBHC structure is not without its drawbacks.

The

Justice Department is reported to be routinely scrutinizing
this new banking development for any poss5.ble antitrust
violations.

On two occasions the Justice Department has

brought action against commercial banks it felt were vio
lating antitrust laws.

"Justice argued in each case the

proposed acquisition would eliminate potential competition
between the two firms and would tend substantially to
25
lessen competition."
Thus, it would appear that the
Department will vigorously enforce the antitrust laws and
bring action against any substantial expansion via the
one-bank holding company formation.
The OBHC’s development has created a number of major

24john R. Bunting, "One-Bank Holding Companies: A
Banker's View," Harvard Business Review, XLVII (May-June,
1969), 103.
..........
^ G e r a l d c. Fischer, "Product Extension Mergers,"
The Magazine of Bank Administration« XLV (August, 1969),
34.
See.also "What Company Can Banks Keep?" Business
Week (June 21, 1969), p. 37.
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controversial issues.

One concerns the question of whether

or not such institutions should be regulated.

Some of the

pros and cons of regulation are presented below.
Chairman Wright Patman (D.-Texas) of the House Banking
and Currency Committee has been a strong advocate in favor
of extending Federal regulation over OBHCs.

In 1969 he

introduced a bill, H.R. 6778, which would remove the OEHC's
exemption from government regulation.

The bill proposed

changing “the law to transfer to the Federal Reserve Board
regulation of national banks and insured nonmember banks
9 fi
which are subsidiaries of bank holding companies.11
Pat
man* s bill would require all insured banks to disclose to
the SEC quarterly information regarding securities held
in their trust departments.
Rep. Patman, in arguing for OBHC regulation, listed
some potential dangers of the holding company structure:
1. Unsound lending decisions by banks
feeding unwarranted amount of credit to
nonbank subsidiaries of the holding com
pany.
2. Loan discrimination by banks in
favor of enterprises owned by the holding
company and against companies which com
pete with subsidiaries of the holding
company.
3« Banks forcing borrowers, particularly
small bus5.nesses, to purchase nonbanking
services and goods from other subsidiaries
of the holding company in order to obtain
banking services, thus further tightening

^ H e r b e r t Bratter, "Legislation Proposed for lBHCs,"
Banking. LXI (April, 1969), 37.
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control and forcing a greater concentra
tion of economic p o w e r . 27
The Patman bill did pass in the House of Representa
tives and the measure then moved into Senate conference.
It is impossible at this writing to guess what kind of
legislation will finally emerge.

But there seems to be

little doubt that some form of OBHC legislation will be
forthcoming.

The real question is, "How stringent will

it be?"
Federal Reserve B o a r d s Attitude

'

The FRB has always disapproved of the OBHC's exemption
from the 1956 Bank Holding Company Act.

Accordingly, the

Board feels that regulation of OBHCs is essential and that
banks should not become a part of a conglomerate.
The following summarizes the Board’s views on the
major issues:
1. Bank holding companies should be
allowed to enter certain nonbanking areas
specified in statute or agency regulation.
2.
It would be most effective for one
agency (preferably the Board) to admin
ister the holding company act with respect
to the approval of acquisitions by holding
companies; but approval of acquisition of
subsidiaries by individual banks should
be dispersed among the three banking
agencies.
3. Authority over multibank holding com
pany acquisitions of banks and of nonbanking

^ H e r b e r t Bratter, "Some Testimony on lBHCs," Banking,
LXI (June, 1969), 56.
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activities should remain vested with
the Board.28
The Board also believes that OBHCs in existence prior to
the recent OBHC trend should receive special consideration.
The Comptroller’s Position
"The Comptroller's Office reports that, to date, it
has encountered no abuses in the one-bank holding companies
involving national banks that it could not deal with ef
fectively and promptly, despite the fact that the current
exclusion of one-bahlc holding companies from direct regula
tion has been rather commonly referred to as a 'loophole*
in the lav/. "29
The Comptroller, therefore, has not been actively
seeking new legislation like the FRB.

Comptroller William

Camp feels that as a supervisor he has all the tools he
needs for regulating OBHCs arid their affiliate banks.
Mr. Camp has said that having adequate controls is not
the real issue that concerns those who favor the regula
tion of OBHCs.

"What does concern them is the desire to

retard the expansion of banks into related financial fields
by blocking the use of one of the more effective devices
on
that may be utilized for this purpose."

2^Bratter, "Legislation Proposed," p. 110,
29Ibid., p. 112.
^ W i l l i a m B. Camp, "One-Bank Holding Device Benefits
Public and Banks," The Commercial and Financial Chronicle,
CCVIII (October 17, 1968)'',~5".
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Comptroller Camp favors giving bankers broad discre
tion in selecting the services they wish to offer.

For

example, he approves of banks offering travel services,
an old and traditional banking activity.

He foresees no

harm to the public interest by bank diversification pro
vided that the OBHCs maintain their solvency and liquidity
and confine their efforts to the related fields of finance.
The FDIC’s Comments
The FDIC agrees that OBHC regulation is desirable
and concurs with the FRB on the major aspects of the pro
posed legislation.
In an address on February 20, 1969 FDIC Chairman
Randall made the following comments relative to OBHC regu
lation:
Definition of the permissible types of
activities for one-bank holding companies
is perhaps one of the thorniest ques
tions that has been presented to the
supervisory authorities by this develop
ment ....
I think banks should be
oriented to supplying services to the
nation of a financial nature that are
consistent with— and properly related
to--the business of banking.
The Federal Reserve Board was charged
with the responsibility for supervising
multibank holding companies under the
Bank Holding Company Act of 1956.
It
seems to me that it is appropriate to
have a single supervisor at the Federal
level to deal with the multibank situa
tion. On the other hand, to minimize
disruption of present supervisory re
lationships, it would be desirable for
one-bank holding companies to be brought
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under the supervision of the agency that
presently has jurisdiction over the bank.*51
The diversification of activities attainable through
the OBHC structure has given the banking industry new
dimensions.

Undoubtedly, bank reporting practices will

be altered as banks broaden their scope of operations in
future years.

^^Bratter, "Legislation Proposed," p. 112

CHAPTER IV
REPORTING OF FINANCIAL CONDITION
Statement Of Condition
There was a time when the balance sheet was considered
to be an instantaneous picture of an enterprise's finan
cial condition.

In many cases it was the only financial

statement published since the income statement was re
garded as confidential.

Yet, today the balance sheet is

generally considered less important than the income state
ment for nonbariking businesses.

It has been called a

"statement of residuals," implying that its only function
is the listing of balances remaining to be charged or
credited against results of future periods of operations.
This "residuals" concept applies, however, only to
a small part of the bank's assets and liabilities.

The

liquidity and solvency of a bank is a matter of public
interest and "requires that banks take more than usual
care that their assets and liabilities are properly clas
sified, properly described, and properly valued."*
The most distinctive characteristic of a bank's state
ment of condition, as compared with those of nonbanking

*Henry P. Hill,’"Statement of Condition: Implica
tions and Inferences," Banking;. LX (September, 1967), 45.
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industries, is the absence of a segregation of assets
(resources) and liabilities into current and noncurrent
categories.

This disclosure policy, however, seems en

tirely appropriate when one considers the nature of a
bank's assets and liabilities.

"Except for bank premises

and equipment and any long-term debt, the assets and lia
bilities are generally not susceptible to classification
as current or noncurrent."

2

Table VII on the following p&ge presents a balance
sheet for the entire commercial banking system except for
noninsured banks.

We will now comment briefly upon the

accounting for and reporting of the major classes of bank
assets, liabilities, and capital accounts.
Assets
Cash.

"Cash" includes four major items.

They are

as follows:
1. Vault cash consists of coins and
currency on hand in the bank's vault.
It earns no income.
Consequently, banks
try to keep this item at the minimum level
needed to meet their depositors’ requests.
2. Statutory reserves held on deposit
xtfith the Federal Reserve, correspondent
banks, or other authorized reserves agents
also make up part of the cash account
balance.

^Eugene L. Larkin, Jr., "Financial Reporting by
Banks," in Selected Papers 1965 (New York: Haskins &
Sells, 1966771>. 112.
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TABLE VII
ASSETS AND LIABILITIES OF ALL INSURED COMMERCIAL BANKS
December 31, 1968
(Amounts in thousands of dollars)
ASSETS
Cash, balances with other banks
and cash collection items
Securities
U.S. Government obligations
Obligation of States and
subdivisions
Securities of Federal agencies
and corporations
Other securities
Loans and discounts, gross
Banks premises, furniture and
fixtures, and real estate--net
All other miscellaneous assets
Total Assets

$ 84,004,881
$ 64,685,769
,
58,732,147
10,267,943
2,769,996

136,455,855
273,342,909
7,015,191
9,045,078
$504,637,017

LIABILITIES
Business and personal deposits
Government deposits
Domestic interbank deposits
Foreign government and bank
deposits
Total deposits
(Demand 230,523,917)
(Time
206,964,885)
Other liabilities
Total Liabilities

364,112,765
41,590,854
23,452,731
8,332,452
437,488,802
29,986,478
$467,475,280

CAPITAL
Capital accounts
Capital notes and debentures
2,159,520
Preferred Stock
94,917
Common Stock
9,921,928
Surplus
16,371,220
Undivided Profits and Reserves
8,614,152
Total Liabilities and Capital
Source:

37,161,737
$504,637,017

Annual Report of Federal Deposit Insurance Cor
poration 1968"'(Washington, D.C.: FDIC, 1969),
pp. 184-185.
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3. Deposits in other commercial banks
are treated as "cash." Such deposits
may bring no income directly but are
maintained to establish a line of credit
for present or possible future require
ments.
4. The fourth is "cash items in the
process of collection." Each bank will
include here checks on banks which it has
received from its depositors and which it
has sent for payment (collection) but for
which it has not yet received funds.
Despite the development of excellent fa
cilities for speeding the movement of
checks, the total in collection at any
one time is substantial.3
Included also are other items in process of collection,
such as matured bond coupons.
The term "statutory reserves" in item two above de
serves some explanation.

Member banks of the Federal

Reserve System must have reserves equal to a specified
percentage of their deposits.

"Until recently, only

deposits with the Federal Reserve'Bank counted toward the
legal reserve requirements, but holdings of currency in
the vaults of the banks now also are counted."^The original purpose of reserve requirements was to
afford some protection for depositors by forcing banks to
maintain a reasonable degree of liquidity.

"Now they are

^C. Lowell Harriss, Money and Banking (Boston:
and Bacon, Inc., 1961), p. 42.

Allyn

^Paul Mr- Horvitz, Monetary Policy and the Financial
System (2nd ed. ; Englewood Cliffs, N.J.: Prentice-Hall,
Inc., 1969), p. 107.
Various states also impose reserve
requirements on state banks, but these are generally lower
than those imposed by the Federal Reserve.
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generally considered to be a control device through which
e

the Federal Reserve can influence the monetary system."
Investment Securities.

"Investment securities" make

up a second major group of bank assets.

Most banks*

securities are Federal government obligations.

Neverthe

less, some obligations of states and localities or cor
porate debt will be found among the assets of many banks.
Commercial banks must consider three factors in
making their investments:
ability.

safety, liquidity, and profit

These factors often create investment problems

for commercial bankers.

For example, those assets which

are the most liquid generally provide the lowest yields
and vice versa.
Although all business firms face the basic problem
of balancing the needs for liquidity and profitability,
the problem is particularly acute for bankers.

One reason

for this can be observed by comparing banks* balance sheets
with the balance sheets of nonbanking enterprises.

The

latter invariably have capital comprising a much greater
proportion of the equities side of the balance sheet.
one writer commented:
•.. the capital accounts of commercial
banks average less than 10% of their
deposit liabilities. Only a slight
depreciation in the value of assets

5Ibid*

As
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could make a commercial bank technically
insolvent, i.e., reduce the value of
its assets below the level of its lia
bilities. ^
Furthermore, whereas nonbanking institutions* liabilities
are due at specified times in the future, a bank*s lia
bilities, for the most part, are subject to payment on
demand.

For these reasons the financial management of

commercial banks has traditionally been conservative.

This

conservative attitude often affects the manner in which
commercial banks report investment transactions.

This

important aspect of bank reporting, however, is discussed
in Chapter VI.
Loans And Discounts.
bank assets is loans.

The largest single group of

Making loans is the heart of a

bankfs activities and is its major source of revenue.
Bank loans, which are usually due within a year, may be
classified according to that presented in Table VIII on
the following page.
A detailed classification of loans is very useful
for analytical purposes when compared to a single figure
for "Loans and Discounts" as shown by many banks in their
"condensed" statement of condition.

Some 78% of the banks

responding to the writer*s survey indicated that they
report loans as one condensed figure on the balance sheet,

^Ibid., p. 105
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TABLE VIII
CLASSIFICATION OF LOANS AND DISCOUNTS
OF ALL COMMERCIAL BANKS
December 31, 1968
(Amounts in thousands of dollars)
Loans and discounts, gross--total
Real estate loans
Loans to commercial and foreign banks
Loans to other financial institutions
Federal funds sold
Loans to brokers and dealers in securities
Other loans for carrying securities
Loans to farmers (excluding real estate)
Commercial and industrial loans
Other loans to individuals
All other loans
Source:

$ 273.342,909
65,696,232
2,206,944
13,784,510
6,747,333
6,625,467
4,114,267
9,732,847
98,970,808
58,638,265
6,826,236

Annual Report of Federal Deposit Insurance Corpora
tion 19&8 (Washington,' D.C.; FD1C, 1969), p . 184.

as shown in question 15 of the Appendix.

Only 20% stated

that they classify their loans according to the type of
customer, thus giving the reader a description of the
types of loans in the portfolio.
Other important accounting and reporting practices
associated with bank loans are discussed more fully in
Chapter VII.
Bank Premises. Equipment. And Real Estate.

Land,

buildings, and equipment used by banks for their operations
are generally classified in the "Bank Premises" account.
The worth of such physical items is much smaller, as a
percentage of assets, than it is for most nonbanking busi
ness firms.
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Many banks in the past have arbitrarily written off
or have written down their bank premises and equipment
while pursuing a conservative public image.

This prac

tice not only results in an understatement of the bank's
assets and capital accounts in a balance sheet presenta
tion, but more importantly, it also relieves future fiscal
periods of proper depreciation charges.

The AICPA Banking

Committee has also found that:
In most cases, the resultant overstatement
of operating earnings is aggravated by
the income tax treatment of the transactions.
For tax purposes, the write-downs are
ignored and depreciation is claimed on
the basis of cost. Accordingly, in addi
tion to being relieved of depreciation
charges, future fiscal periods benefit
from the reduction in taxes resulting
from depreciation deductions not re
flected in the financial statements.7
Another practice followed by banks, previously quite
prevalent but now subsiding, has been to charge furniture,
fixtures, and equipment to operating expenses in the fiscal
period in which the purchases were made.

This also re

sults in an understatement of the bank's assets and cap
ital funds.

The effect of this practice distorts the

fair presentation of operating results.

In those years

in which purchase charge-offs exceed the amounts which
would have been charged against revenue by a policy of

7Committee on Bank Accounting and Auditing, Audit
of Banks (New York: American Institute of Certified Public
Accountants, Inc., 1968), pp. 49-50.
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capitalization and depreciation, net operating income is
understated.
Regulatory agencies were aware that neither of the
above practices conformed to generally accepted accounting
principles.

Therefore, in 1964 the Federal Reserve Board

and the FDIC instituted new regulations requiring the
capitalization and depreciation of bank premises and equip
ment.

These regulations stipulated that all fixed assets

are to be reported at cost less accumulated depreciation.
An exception is provided in the regulations with respect
to acquisitions prior to January 1, 1960.

If such assets

have not been accounted for on the basis of cost less
depreciation, they may be stated at book value as long as
there is an accompanying footnote explaining the accounting
basis of these properties.
The Comptroller of the Currency has issued regula
tions requiring the capitalization and depreciation of
fixed assets which differ from the FRB and FDIC's regula
tions.

The Comptrollers regulations require that fixed

assets purchased after June 30, 1967 be carried on the
basis of cost less depreciation.
The recommendations of the AICPA Committee on Bank
Accounting and Auditing are all inclusive and are not
limited to assets acquired after a certain arbitrary date,
as was the case with the regulations promulgated by the
three Federal regulatory agencies.

”In those instances
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where properties have been arbitrarily written down or
have been expensed at time of purchase and are still being
used for the purpose for which acquired, the Committee
believes that they should be reinstated in the accounts
at cost, less accumulated depreciation to date of rein
statement, with an offsetting credit to the undivided
O
profits account. *'
According to the writer*s survey, many bankers do
not concur with the Committee*s recommendation concerning
reinstatement of written-down assets.

As shown in ques

tion 6 of the Appendix, 78% of the total respondents in
dicated that they would not favor such actions.

The

smaller banks were overwhelmingly against any reinstate
ment of written-down assets.
Even though most bankers in the survey do not wish to
reinstate any assets, the results of questions 19 and 20
indicate that there appears to be a diminishing use of
the extreme conservative practices of fixed asset write
downs and write-offs.

Nearly 75% of the total respondents

to question 20 of the Appendix stated that their buildings
are disclosed on the balance sheet at cost less accumulated
depreciation.

Some 21% of the smaller banks responding,

however, are still reporting their fixed assets at nominal
values.

Responses to question 19 reveal the trend away

8Ibid., p. 50
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from excessive conservatism.

Only 20% of the respondents

apply occasional write-offs of fixed assets in addition
to the regular depreciation charges.
Sometimes bank properties are owned by an entity not
associated with the bank and are occupied by the bank
under a lease arrangement substantially equivalent to an
installment purchase.

Regarding this matter, Opinion

No. 5 of the AICPA Accounting Principles Board states:
Leases which are clearly in substance
installment purchases of property should
be recorded as purchases.
The property
and the obligation should be stated in
the balance sheet at an appropriate
discounted amount of future payments
under the lease agreement.9
There is no apparent reason why this opinion is not ap
plicable to commercial banks.

Therefore, those banks

which are not currently reporting leasehold assets and
liabilities should be required to conform to generally
accepted accounting principles.
Liabilities
The largest bank liability is its depositors* balances.
These deposits are ordinarily classified as "Demand Deposits"
.and "Time and Savings Deposits."

Demand deposits are

payable whenever the depositor demands payment, while the

^Accounting Principles Board, "Reporting of Leases
in Financial Statements of Lessee," Opinion No. 5 (New
York: American Institute of Certified Public Accountants,
Inc., 1964), p. 32.

bank has a legal right to wait thirty days before making
payment on its time deposits.

Consequently, the reserve

requirements that must be kept against time deposits are
much less than those for demand deposits.

Banks also

pay interest on time deposits but not on demand deposits.
Remaining liabilities, as a rule, are relatively
small in total though not unimportant.

Some banks which

are members of the FRS have a liability disclosed on the
balance sheet designated "Federal Funds Purchased."

A

bank acquires this liability by borrowing another member*
excess deposits in the Federal Funds market to build up
its own reserves which are below the legal requirement.
Miscellaneous liabilities include such items as re
serves for securities and loan losses, unearned discounts
taxes payable, and interest payable on time deposits or
borrowed funds.
Capital Accounts
The capital funds section of a bank*s statement of
condition basically includes capital stock (common),
surplus, and undivided profits.

It may also include con

tingency reserves, capital notes or debentures, and pre
ferred stock accounts.
Capital Motes.

Traditionally, commercial banks have

obtained capital funds by means of equity financing.

In
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recent years many banks, particularly major banks and
bank holding companies, have been issuing debt securities
to obtain additional needed capital.
Capital notes have varying maturities, rates, and
terms depending on the size of the bank, its credit rating,
and the market (local, regional, or national) in which
the bank intends to sell its securities.
are generally long-term debt issues.

These notes

Many have a final

maturity of twenty years after issuance.

Some are convert

ible into common stock but are almost always subordinated
in right of payment to depositors' claims.

10

Most banks having outstanding capital notes disclose
them in the capital funds section rather than in the lia
bility section.

Although these notes are debt obligations,

this accounting treatment does appear appropriate since
the notes have more of the characteristics of equity cap
ital than of debt capital in comparison to other bank
liabilities.However,

"in those instances where the

notes are not subordinated, they should be excluded from
the capital funds section and should be included among
the liabilities in the balance sheet."

l^David c. Cates, "The Savings Debenture-~New Form of
Bank Finance," Bankers Monthly, LXXXVII (February 15, 1970),
26.
^Committee of Bank Accounting and Auditing,
p. 53.
12Ibid.

op

. cit.«
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The Comptroller of the Currency has similarly stated:
’•The proceeds of capital notes* capital debentures or
similar obligations issued by a National Bank, which are
subordinate in the right of payment to the prior payment
in full of all deposit liabilities of the bank, may be
included as part of the aggregate amount of unimpaired
capital stock.
The interest on such debt securities is tax deduct
ible for the issuing bank.

Thus, these notes provide

low-cost capital funds on an after-tax basis, as compared
with equity capital, and afford tax-free leverage for
1/
owners of the bank's common stock.
Capital Stock.

Commercial banks may issue preferred

stock in addition to common.

Insured commercial banks

had about $0.9 billion of preferred stock outstanding as
of December 31, 1968 compared to $9.9 billion of common
stock.

It is apparent that most banks prefer issuing

^^Ferdinand L. Garcia, How to Analyze A Bank State
ment (4th ed.; Boston: Bankers Publishing Company, 1966),
p. 35.
^Leve r a g e in bank stocks is nothing new.
Bank com
mon stocks traditionally have been highly leverage equities
since a substantial portion of banks' funds are derived
from deposits.
The banking industry is characterized by
a low profit margin on a large volume of business; yet the
great leverage factor enables commercial banks to earn a
respectable return on stockholder's investment.
In 1967,
for example, all insured commercial banks reported net
income after taxes of only 0.75% on their total assets.
But this meager return on total assets amounted to nearly
10% of total capital.
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common stock.
Federal and state law prescribes minimum amounts of
required capital.

This minimum amount is usually related

to the population of the place in which the bank is lo
cated.

For national banks the provisions are as follows:

$50,000 if the population is under 6,000; $100,000 if the
population is from 6,000 to 50,000; $200,000 if the popu
lation exceeds 50,000.

In addition, paid-in surplus must

be equal to 20% of capital stock.
Although bank capital does protect the depositor
against loss, it is also important for other reasons.

As

one writer stated;
The essential function of bank capital
... is to keep the bank open so that
time and earnings can absorb losses;
to inspire sufficient confidence in
the bank on the part of depositors
and the supervisor so that it will not
be faced with costly liquidation.
In
this sense, capital serves to protect
the stockholder as much as, if not
more than, the depositor.15
The Banking Act of 1933 and subsequent amendments
have essentially el3.minated the ’’double liability" require
ment formerly attached to bank capital stock.

"Assessment

liability, however, levied pro rata upon holders of common
stock of still open and operating National Banks, to re-

1-^Howard D. Crosse, Management Policies for Com-'
mercial Banks (Englewood Cliffs, N.J.: Prentice-Hall,
Inc., 1962), p. 158.

store impairment in capital, still continues."
Surplus And Undivided Profits.

1 fi

The "Surplus" account

as used by most banks in their financial statements, rep
resents a combination of both capital surplus and earned
surplus.

Capital surplus is derived through the sale of

capital stock, which is ordinarily issued at a premium,
and by periodic transfers from income or undivided profits
These periodic transfers to the surplus account are in
compliance with statutory requirements.

For instance,

national banks must have surplus equal to 20% of their
outstanding capital stock before they are permitted to
declare dividends on common stock.
Regardless of its source, banks consider the surplus
balance as part of its permanent capitalization.

The

AXCPA Banking Committee believes that:
Since the entire surplus balance is con
sidered to constitute a part of a bank's
permanent capitalization, there appears
to be no compelling reason for segregating
it in the financial statements into its
capital and earned components.
Such seg
regation, however, might constitute an
informative, though not essential dis
closure.
In any event, the balance in
undivided profits account should be stated .y
separately from that in the surplus account.

^Garcia, op. cit.» p. 43.
17

Committee on Bank Accounting and Auditing, o p . cit.
p. 54.
See also John H. Myers, "Accounting for Bank
Capital," Auditgram. XLI (September, 1965), 8-11.

The "Undivided Profits" account is used to record
thq net income or net loss for the period, dividend pay
ments, unusual losses, and all other changes in capital
that do not involve the capital stock or surplus accounts.
This account has often caused confusion for stockholders
analyzing the balance sheets of newly organized banks.
These banks frequently, in accordance with the suggestions
of regulatory agencies, transfer to the undivided profits
account a portion of the initial paid-in surplus.

Thus,

it is possible for the bank to have undivided profits
even before it is open for business.

The purpose of such

transfers is to avoid having a deficit in the undivided
profits account during the early, usually unprofitable,
periods of a.bank's existence.
This practice is not often found in other industries
and would ordinarily constitute a departure from generally
accepted accounting principles.

Where such a transfer

has been made, the AICPA's Banking Committee recommends
that the undivided profits section of the balance sheet
be presented in a manner which clearly shows the amount of
paid-in capital therein and its reduction by accumulated
losses.

The Committee also believes that the amount of

paid-in capital included in undivided profits accounts
should be restored to the surplus account as rapidly as
profitable operations permit.

•^Ibid., pp. 54-55.
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Even though there have been significant changes in
the banking business in the last two decades, some of
the old terminology still persists today.

In some cases,.

its use does not result in proper and adequate disclosure.
"Undivided Profits," for example, has been charged as
being a misnomer.

19

Most readers of banks* balance sheets would look
upon undivided profits as the retained earnings of a bank.
This, however, is not completely accurate and has probably
led to some misconceptions.

Undivided profits is basically

that amount regulatory authorities permit a bank to de
clare as dividends without restriction.

As stated pre

viously, portions of capital surplus are allowed to be
transferred into undivided profits.

Also, undivided

profits can be reduced by transfers to surplus to build
up the permanent capital of the bank.
The bank*s stockholder should not be misled into
thinking that undivided profits is the same as retained
earnings.

Any transfers to and from undivided profits

should be adequately explained in notes to the bank's
financial statements.
Many banks commonly disclose accrued liabilities as
accrual reserves.

It would be preferable for banks to

use a title similar to "Accrued Taxes Payable" rather

^ C l a u d e R. Erickson, "What's Wrong With 'Undivided
Profits'?" Banking. LV (January, 1963), 54.
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than an account titled "Reserve for Taxes.”
■Another major criticism of the statement of condi
tion is that in many cases the basis of valuation of the
principal assets is not shorn on the statement nor de
scribed in the accompanying text.

While most industrial

firms disclose their fixed assets at cost less accumulated
depreciation, it is a rare bank that shows in its state
ment of condition anything except the net amount of the
bank premises, furniture, and fixtures.

20

This fact was

substantiated in the results of the writer’s survey.

As

shown in question 17 of the Appendix, 76% of the total
respondents stated that their bank did not disclose the
basis of valuation of its premises and equipment for the
stockholders.
The market valuation of bank securities is seldom
O 1

disclosed in the reports to stockholders.

When asked

their opinions regarding the disclosure of the market
value of bank securities, nearly 60% of the total respon
dents answered that they are against this reporting prac
tice.

As shown in question 5 of the Appendix, only 26%

of the small banks favored revealing market values.

It

seems that in the interest of informative reporting this

20Henry p # Hill, ’’Tailoring Banks' Annual Reports
for Both Depositors and Stockholders,” Banking. LI (April,
1959), 40.
^ S t a n l e y E. Shirk. "Your Bank's Financial Statements,"
Banking» L (March, 1958), 45.
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information should be presented.
In an effort to eliminate the aforementioned criticisms ■
involving the statement of condition, representatives of
the banking industry, the Federal regulatory authorities,
the Securities and Exchange Commission, and the AICPA
met in 1969 for a series of discussions.

The statement

of condition shown in Table IX on the following page was
considered suitable for inclusion in annual reports to
stockholders by the group.
There is much information to be obtained from the
bank’s statement of condition.

Understandably, this

statement is considered important by the bank’s depositors
and shareholders*

With proper classification and accurate

terminology, the value of this statement can be substantial.
Capital Funds Statement
The capital funds statement as presented by most banks
is similar to a statement of retained earnings of nonbanking
organisations.

Some statements, however, present only

transactions affecting total capital funds and exclude
those transactions wholly effected within the capital funds
accounts.
The results of the writer*s survey indicated that
many banks do include the capital funds statement in their
report to stockholders.

Of the total responding banks,

76% indicated that they report a reconciliation of capital
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TABLE XX
BALANCE SHEET FORMAT
APPROVED BY REGULATORY AUTHORITIES

Assets

December 31
Current
Preceding
Year
Year

Cash and due from banks
$ 9,000,000
Investment securities;
4,000,000
U.S. Government obligations
Obligations of states and polit
2,000,000
ical subdivisions
150,000
Other securities
18,442,000
Loans
67,500
Stock of Federal Reserve Bank
360,000
Bank premises and equipment
Accrued interest receivable and
152.500
other assets
$ 34,172,000
Total

$

8,000,000
3,900,000
2,000,000
100,000
17,418,000
67,500
970,000

142,500
$ 32,598,000

Liabilities
$ 22,300,000
4,260,000
4,000,000
30,560,000

$ 21,560,000
3,500,000
4,000,000
29,060,000

100,000
220,000
60,000
3b,940,000

80,000
220,000
63,000
29,423,000

442,000

418,000

Capital funds:
Capital stock
Surplus
Undivided profits
Total capital funds

1,000,000
1,250,000
540,000
2,790,000

1,000,000
1,250,000
507,000
2,757,000

Total

$ 34,172,000

$ 32,598,000

Demand deposits
Savings deposits
Other time deposits
Total deposits
Borrowed funds
Accrued taxes and other expenses
Other liabilities
Total liabilities
Reserve for loan losses

Source;

Committee on Bank Accounting and Auditing, Audits
of Banks; Su p p lement (New York: American In
stitute of Certified Public Accountants, Inc.,
1969), p. 4.

accounts to the stockholders.

As shown in question 24 of

the Appendix, the majority of each class answered this
question on an affirmative basis.
For full disclosure purposes, it would appear that
either all transactions affecting capital accounts should
be disclosed in the capital funds statement or "a statement-of undivided profits should be presented, with any
changes in other capital funds accounts appropriately dis
closed in a separate financial statement, in footnotes
22
to the financial statement, or in some other manner.11

oo
Larkin, "Financial Reporting by Banks," p. 115

CHAPTER V
REPORT OF EARNINGS
Bank earnings serve to protect the stockholders
investment in times of economic adversity.

Bank earning

power has proven to be the first line of defense against
the risks inherent in banking.

“Even the staggering losses

of the 1930s were ultimately absorbed out of earnings when
banks were not forced into liquidation.
We will now examine the statement of earnings issued
by commercial banks for stockholders and review some of
the basic underlying concepts employed in its preparation
and presentation.
Accounting Basis
Most of the nation1s smaller banks still maintain
their records on a cash or partial cash basis.

The ease

of cash basis recording has probably perpetuated this type
of accounting system.

A great many banks, however, have

recognized the deficiencies of the cash basis especially
as it applies to certain accounting areas, such as the
recording of income from securities and installment loans.

^■Howard D. Crosse, Management Policies for Commercial
Banks (Englewood Cliffs, N.J.: Prentice-Hall, Inc., 19^2j»
p. 158.
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As a consequence, accrual systems have evolved within
these institutions.

The extent to which a bank adopts an

accrual accounting system may vary from the accrual of only
the major income and expense items (interest income and
interest expense) to the accrual of every income and ex
pense item.
Accrual accounting is an accounting system which gives
recognition to income and expenses in the period to which
they relate.

Income is recorded during the period earned,

regardless of when collected, and expenses are recorded
when incurred, regardless of when paid.

The basic purpose

of accrual accounting is the "matching” of income and ex
penses in the applicable accounting period.
Advantages Of Accrual Accounting;
The advantages of an accrual basis system are many.
If either income or expenses fluctuate widely, accrual ac
counting information is especially meaningful.

By leveling

out the peaks and valleys of income receipts and expense
payments, a more accurate picture of a bankTs financial
operations is presented.

This is obviously beneficial to

depositors, shareholders, potential investors, and bank
supervisors.
Some banks have recognized the deficiencies of the
cash basis, especially as it applies to income from secu
rities.

Recording interest income only when it is collected,
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rather than when earned, produces substantial fluctuations
in monthly operating earnings reports.

These distortions

exist since banks receive interest payments in irregular
patterns.

In some months a bank may receive significant

interest payments, while in other months that same bank
might receive relatively few payments or possibly none.
Cash accounting would make it appear that in some months
no interest was earned even though a bank did have interestbearing securities in its investment portfolio.

The fact

that the bank has not received cash is misleading as a
criterion for income determination.

As one writer put it:

When operating statements fail to reflect
significant portions of income as it is
earned ..., their usefulness must be
questioned.
It might safely be said that
more often than not, such statements only
result in considerable confusion, par
ticularly when they are prepared on a
basis designed to compare one accounting
period with another.2
Accrual accounting is also helpful for banks preparing
budgets.

It provides a realistic estimate of income and

expense items, thereby permitting a reasonable comparison
of one accounting period with another.
revealed and more clearly defined.

Trends are sooner

"Monthly comparative

reports of income and expense are easily related to the
balance sheet and afford better managerial control of the

2j. T. Arenberg, "Accrual Accounting Made Easy,"
Auditpram. XLII (March, 1966), 11.
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major income-producing functions."

3

Thus, bank manage

ment can quickly take corrective steps to bring actual
operating results bade in line with budget estimates.
In addition, the accrual system is an adjunct to an
effective internal audit system.

In recognizing income

when earned, the bank automatically establishes a check
upon future cash receipts.

Conversely, an expense recorded

when incurred creates a liability which provides a basis
for a disbursements control.^- These independent calcula
tions of income and expense are a control feature that can
strengthen a bank*s audit program.
Probably one of the major reasons most smaller banks
have not adopted the accrual method is their apprehensive
attitude concerning costs necessary to maintain the system.
Yet, accrual accounting is not as burdensome and compli
cated as it may appear to these banks.

For the many banks

with assets under $25 million, monthly accrual would be
adequate.

Only the larger banks need to accrue daily.

Moreover, most banks find it necessary to accrue only major
items of income and expense.

For example, the major ex

pense items, such as interest on deposits, prepaid insur-

^Accounting and Smaller Bank Commissions, Realistic
Accounting and Reporting in the Smaller Bank (Park Ridge,
Illinois: Bank Administration Institute, 1968), p. 2.
^"Banks and Accrual Accounting," Banking, LX (Feb
ruary ,. 1968), 48.
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ance, property taxes* profit sharing or pension expense,
bad debt provisions, Federal income tax, and depreciation,
should be accrued by most banks.
Some banks, however, continue to use the cash basis
of accounting as they feel that the disadvantages of the
accrual system exceed its advantages.

Of the banks re

sponding to the writer*s survey, only 56% stated that they
were reporting on an accrual basis, as shown in question 22
in the Appendix.

An additional 20% stated that they were

on a hybrid basis (a combination of cash and accrual).
Some 48% of those banks with less than $15 million in assets
indicated they were on a cash basis accounting system.
Since there is a significant amount of divergence in
the accounting system employed by banks of various sizes,
it would seem that banks should indicate to readers of
their financial statements the accounting basis used in the
preparation of financial reports.

Yet, as shown in ques

tion 26 of the Appendix, only 41% of the total banks re
sponding to the survey stated that they inform the readers
of the accounting system maintained for reporting purposes.
It is interesting to note that of all the groups reporting,
only Class II (banks with deposits of $99.9-$25 million)
had a majority of its group informing the readers of the
basis of accounting employed.
Although many small banks continue to use the cash
basis, the number of large and medium size banks using the
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accrual basis is increasing significantly.

Undoubtedly,

the increasing use of accrual accounting has been spurred
on by the new supervisory requirements of the three Federal
regulatory agencies.
Supervisory Requirements
Beginning in 1964 all commercial banks with $1 million
or more in total assets and 750 or more stockholders were
required to submit annual reports on an accrual basis.

In

1969 the three Federal bank regulatory agencies revised
their regulations pertaining to call reports and annual
reports.
Under the new regulations, all insured banks must
use an accrual basis for installment loan income in reports
prepared subsequent to December 31, 1968.

An alternative

is offered in the regulations whereby banks may disclose,
in a published memorandum to their reports of condition,
the amount of unearned income on installment loans carried
5
in undivided profits or other capital accounts.
Furthermore, all insured banks with total resources
of $50 million or more were required to prepare their 1969
call reports of income and financial condition on an ac
crual basis.

Beginning January 1, 1970 all insured banks

with total assets of $25 million or more must prepare their

5

“The Revised Condition and Income Reports,11 Banking,
LXI (June, 1969), 32.
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reports on an accrual basis.

A regulatory exclusion

clause, however, states that:
... where the results would not be sig
nificantly different, these banks may
use a cash basis of reporting for par
ticular accounts. And, at the option of
the reporting bank, trust department
income may be reported on a cash basis.°
In compliance with another requirement, all insured
banks must use an accrual basis for the current year’s
tax provisions for reports issued after December 31, 1968.
These banks are required to report their income tax lia
bility on a current basis with the accrued tax liability
allocated between current operating earnings and nonoperating adjustments.

7

Proper income tax allocation is certainly important
in arriving at a meaningful net income figure.

Misleading

financial reports can result from improper tax allocation
procedures.

Consider the bank that reports negligible in

come taxes against substantial pre-tax net operating earnings.**

^Federal Deposit Insurance Corporation, Instructions
for the Preparation of Report of Condition (Washington,
D.C.: FDIC, 19691, p. 3.
7
A bank may remain on a cash basis for Federal income
tax purposes even though a banking regulatory agency requires
it to change its books and records to an accrual basis.
Yet,
the taxpayer must keep permanent books and records which will
support the determination of taxable income and which recon
cile the tax accounting method with the book accounting method.
**For example, one income statement which the writer- re
ceived disclosed pre-tax net operating earnings at $909,531.
Yet, there were no applicable income taxes reported on these
operating earnings.
Furthermore, there was no explanation
in the report explaining this apparent inconsistency.
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Sound reporting requires that "the tax allocation in the
operating statement be based ... upon the iteins of revenue
and expense that enter into the determination of net operQ
ating earnings.11
The issuance of disclosure regulations by the Federal
Reserve Board, the FDIC, and the Comptroller of the Cur
rency requiring general adherence to accrual accounting
principles by banks has done much to encourage the use of
accrual accounting systems.

Although some bankers may

look upon the new reporting requirements with apprehension,
accrual accounting will provide more meaningful financial
statements and operating information for both stockholders
and management.
Income Statement Form And Content
A comprehensive statement of earnings is essential
to the fair presentation of a commercial bank's financial
condition and the results of its operations.

Proper form

and content of the bank's income statement are.necessary
prerequisites for fair and adequate disclosure.
Consolidation Of Subsidiaries
Prior to 1964 very few of the nation's banks prepared
consolidated financial statements.

A survey of 50 large

^David C. Cates, "Reporting Practices of Smaller
Banks," Bankers Monthly. LXXXIV (April 15, 1967), 46.
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banking organizations* 1963 annual reports revealed that
only 5 of these organizations consolidated subsidiaries
in their financial statements.^

The survey also revealed

that investments in subsidiaries were usually stated at
cost (or less) in the bank's financial statements.
The Securities Acts of 1964 and the resulting regula
tions of the Federal Reserve Board and the FDIC urged
many large banks to publish their annual financial state
ments on a consolidated basis.

Regulation F requires

that the operations of majority-owned bank premises sub
sidiaries and any other majority-owned "significant” do
mestic subsidiaries be consolidated by the parent bank
when reporting to the FRB and FDIC.

The regulation also

stipulates .that intercompany accounts and transactions
should be eliminated for reporting purposes.

For example,

loans by a parent bank to a subsidiary or deposits in the
parent bank by a subsidiary should not be included among
assets and liabilities in any report in which the subsidiary's
accounts are consolidated with those of the parent bank.
However, "the accounts of domestic commercial banks that
are subsidiaries of the reporting bank and which must file
condition reports to any state or Federal bank supervisory

^ W a l t e r C. Johnson, "Financial Reporting to Stock
holders by Commercial Banks" (unpublished thesis, Rutgers
University, 1964), p. 104.
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authority should not be consolidated."^
A "significant" subsidiary, according to Federal regu
lations, is one meeting either of the following tests:
1. Any majority-owned subsidiary in
which the bank's investment represents
5% or more of the equity capital accounts
of the parent bank, or
2. Any majority-owned subsidiary
whose gross operating revenues amount
to 5% or more of the gross operating
revenues of the parent bank.12
Any majority-owned domestic subsidiary not meeting the
above significance test may be consolidated at the option
of the reporting bank, as long as a consistent consolida
tion policy is followed in subsequent reports.

Also,

every majority-owned foreign banking subsidiary must be
consolidated with that of the reporting bank, irrespective
of whether it is a significant subsidiary.
The most common type of subsidiary company in the
banking industry is the so-called "bank-premises subsidiary."
It has been noted that in the p a s t :
..• where a subsidiary was utilized to
hold title to all or part of the bank's
premises, the investment in the sub
sidiary was frequently included in the
amount captioned as bank premises in
the bank's balance sheet. Any out
standing mortgages on the properties

Comptroller of the Currency, Instructions for Prep
aration of Reports of Condition (Washington, D.C.: The
Office of the Comptroller of the Currency, Revised June,
1969), p. 3.
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accordingly did not appear on the bank's
balance sheet.13
Thus* failure to consolidate the bank-premises subsidiary
resulted in financial statements which were not on a com
parable basis with those prepared by a bank directly owning
its premises.
Fortunately, current regulations require all insured
commercial banks to consolidate every majority-owned,
bank-premises subsidiary for reporting purposes.

These

subsidiaries should also be consolidated in accordance with
generally accepted accounting principles.

As Opinion

No. 10 of the Accounting Principles Board states:

f,The

accounts of all subsidiaries (regardless of when organized
or acquired) whose principal business activity is leasing
property or facilities to their parents or other affiliates
should be consolidated."^
Consolidated statements generally present more mean
ingful information to the investor than unconsolidated
statements.

Most accountants would probably agree that

in the majority of instances such statements are essential
to a fair presentation of financial position and results

^committee on Bank Accounting and Auditing, Audit
of Banks (New York: American Institute of Certified Public
Accountants, Inc., 1968), p. 57,
^Accounting Principles Board, "Omnibus Opinion--1966,"
Opinion No. 10 (New York: American Institute of Certified
Public Accountants, Inc., 1966), p. 143.
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of operations.

Yet, according to the writer's survey a

number of bankers still have some reservations about the
usefulness of consolidated statements.

As shown in ques

tion 3 in the Appendix, 67% of the total respondents felt
that their bank's financial statements should be prepared
on a consolidated basis.

However, of all the questions

in the survey, this question had the largest percentage
of non-response answers.

Apparently, some bankers are not

quite certain about all the advantages and disadvantages
,of consolidated statements.
Nevertheless, there appears to be no logical reason
why the principles of consolidation are not wholly appli
cable to the financial statements of banks.
<lAll-lnclusivel, Statement
Prior to 1964 the vast majority of banks followed the
"current operating performance" concept in reporting their
results of operations.

The final amount shown on t h e ....

earnings statement was designated "Net Operating Earnings."
Excluded from the determination of this amount were such
items as securities profits and losses and provisions for
loan losses.

No amount in either the income statement or

the statement of changes in capital accounts was disclosed
as "Net Income."
Yet, proponents of the "all-inclusive" income concept
maintained that such items as loan-loss provisions and
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securities profits and losses were directly related to
normal operations and should be included in the determina
tion of net income.

Advocates of this theory felt that a

single amount should be clearly designated as the net
income for the period.

They also stressed the dangers

of possible manipulation of annual earnings figures if
such items were omitted from the determination of net
income.
Regulation F, issued in late 1964, represented a
compromise between the two opposing philosophies.

It

required the inclusion of loan-loss provisions and secu
rities profits and losses in a "non-operating additions
and deductions" section of the income statement following
the amount designated as "Net Operating Earnings."

The

final figure on the income statement was captioned "Trans
ferred to Undivided Profits."

In effect, the required

presentation constituted an "all-inclusive" income state
ment but avoided the designation of any figure as net
income.

Some observers felt that the provisions of Regu

lation F were not completely adequate.

They stated that

loan losses and security transactions should not be re
corded below the net operating line as stipulated in Regu
lation F.
In 1966 the groundwork was established for an allinclusive bank income statement when the Accounting Prin
ciples Board of the AIGPA issued Opinion No. 9.

The
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Board concluded that "net income should reflect all items
of profit and loss recognized during the period."

1 *5

The

opinion, however, specifically exempted banks from report
ing an all-inclusive net income figure until a further
study was completed.

In 1969 the exemption was withdrawn

with the issuance of APB Opinion No. 13.

This opinion

requires banks to report earnings on an "all-inclusive"
basis and subjects commercial banks to Opinion No. 9.
These new provisions require banks to deduct a provision
for loan losses and recognize realized gains or losses on
security transactions as part of reported net income.
Since a large number of banks do not have audits
performed by CPAs, the pronouncements of the APB did not
directly affect their reporting practices.

However, broad

sweeping accounting and reporting revisions for the entire
industry were announced in July, 1969 by the SEC, the
three Federal bank regulatory agencies, the American
Bankers Association (ABA), and the AICPA Committee of Bank
Accounting.

The revised regulations which were incor

porated in the 1969 annual reports to stockholders are
briefly summarized as follows:
1.
expense.

Loan losses are to be treated as an operating
Any portion not allocable against current opera-

■^Accounting Principles Board, "Reporting the Results
of Operations," Opinion N o . 9 (New York: American Institute
of Certified Public Accountants, Inc., 1966), pp. 112-113.
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tions should be charged directly to the undivided profits
account.
2.

Net gains and losses on investment securities are

to be reported after the computation of operating income.
The securities transactions are to be reflected in the
report of income for the period in which such results are
realized.
3.

The last line in the income statement should be

designated as "net income.’1
The new format changes a bank’s income statement to
a form more closely resembling that of other business
enterprises.

Table X, on the following page, illustrates

the new disclosure regulations.

One writer describes the

major benefit of the new format as follows:
Even to a casual reader of financial
statements, the revised format must seem
more understandable.
The income statement, before revision, did not clearly
identify the net addition to share
holders* equity as net income ....
The revised format of the income state
ment clearly discloses the impact of
results of operations on shareholders'
equity.I?
Operating Income
There are three primary classifications of operating

^Securities Research Division, Bank Earnings-~Changes
in Reporting Methods (New York; Merrill Lynch, Pierce,
Fenner, & Smith, Inc., 1969), p. 2.
17Theodore E. Boros, "Bank Reporting: A Decision
Reached," Burroughs Clearing; House, LIV (December, 1969), 24.
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TABLE X
THE BANK OF NEW ORLEANS
Statement Of Income
For the year ended December 31, 1969
OPERATING INCOME
Interest and Fees on Loans
Income on Federal Funds Sold
Interest on Investments:
U.S. Treasury Securities
Other U.S. Agencies
Obligations of State and
Political Subdivisions
Other Securities
Trust Department Income
Service Charges on Deposit Accounts
Other Service Charges
Other Operating Income
TOTAL OPERATING INCOME

8,649,399
403,813
724,860
194,556
526,263
11,557
24,601
632,108
217,700
561.237

$ 11,946,094

OPERATING EXPENSES
Salaries and Wages
Other Employee Benefits
Interest on Deposits
Expense of Federal Funds Purchased
Interest on Capital Notes
Occupancy Expense
Furniture and Equipment
Provision for Loan Losses
Other Operating Expenses
TOTAL OPERATING EXPENSE

$ 2,487,523
267,446
3,396,652
912,400
123,362
452,883
464,368
531,860
1.769,547
$ 10,406,041

Income Before Taxes and Securities
Gains (Losses)
Applicable Income Taxes
Income Before Securities Gains (Losses)
Net Securities Gains (Losses), Less
Related Tax Effect of $22,850
NET INCOME
EARNINGS PER SHARE
Income Before Securities Gains
Net Income

$

$ 1,540,053
.
506,150
$ 1,033,903
68,607
$ 1,102,510

(Losses)

$
$

5.00
5.33

11 0

income reported in the comprehensive statements of earnings
issued by most banks.

They are:

(1) interest and fees on

loans, (2) interest and dividends on investments, and
(3) other income.

Information concerning the classifica

tion of operating income, as reported in 23 annual reports
received by the writer from Louisiana banks, is disclosed
in Table XI below.
TABLE XI
OPERATING INCOME CLASSIFICATION
IN 1969 ANNUAL REPORTS
Number of
Banks
Interest and fees on loans (single caption)

23

Interest and dividends on investments:
Single caption
U.S. Government obligations
Obligations of State and political
subdivisions
Other securities
Other U.S. Agencies
Federal Reserve Bank Stock

18
16
3
1

Other income:
Single caption
Service charges on deposit accounts
Interest on Federal Funds Sold
Trust Department Income
Other operating income
Other collection fees and charges

2
16
9
7
20
6

Interest And Fees On Loans.

3
19

All the banks that sent

an annual report disclosed the interest and fees on loans
as a single caption.

Interest on loans is the major source

of income for banks and was appropriately listed as the

Ill

first item of income in all the annual reports received.
Some analysts feel that interest earned should be
broken down into interest from mortgages and interest
from loans.

They argue that this sub-classification is

desirable in order to determine what portion of a bank's
income is derived from long-term mortgages.

18

This income account also includes interest on com
mercial paper purchased in the open market and interest
on loan paper which has been rediscounted with the Federal
Reserve and other banks.
Interest And Dividends On Investments.

As shown in

Table XI only 3 banks disclosed interest and dividends on
securities held as one figure.

The majority of banks clas

sified their interest and dividends according to three
sources:

U.S. Government obligations» obligations of state

and political subdivision, and other securities.

Several

banks also disclosed income received on Federal Reserve
Bank stock and securities of other U.S. agencies.

This

latter classification includes income from all bonds, notes,
and debentures of U.S. Government corporations and agencies,
such as Export-Import Bank, Federal Intermediate Credit
banks, Federal Land banks, Federal Home Loan banks, and
Merchant Marine Bonds.

*8John Kirk, "What's Wrong With Banks' Annual Reports?"
Banking., LVIII (April, 1966), 6.
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Other Income*
Income" are:

Included in the classification of "Other

interest on Federal funds sold, service charges

on deposit accounts, other collection fees and charges,
trust department income, and other operating income.

Only

2 banks disclosed other income as a single caption whereas
6 banks classified other income into the five categories
mentioned above.

Nearly 70% of the banks which sent annual

reports disclosed income derived from service charges on
deposit accounts.

19

Interest on Federal funds sold was disclosed by 9
banks in the income statement.

This interest represents

income generated by the sale of excess reserves in the
Federal funds market.
Other collection fees and charges include:

commissions

on the sale of insurance policies and collection of premiums;
charges for collecting bills of public utilities and other
firms; fees for negotiating loans for customers or correspon
dents; commissions on the underwriting and sale of securi
ties as permitted by statute; servicing fees of real estate
mortgages or other loans held by others; equipment leasing
and rental fees; data processing service charges; and reim
bursements received for services in redeeming United States

^ S e r v i c e charges may be levied against deposit ac
counts a variety of ways.
Two common methods are:
(1) a
flat charge made against those accounts whose average
balance falls below a fixed amount, and (2) charges based
on the number of checks drawn and deposits made.
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savings bonds.

20

Trust department income represents gross income from
services rendered by the bank in any fiduciary capacity.
The activities of a trust department include acting as
executor and trustee under wills, trustee in personal and
corporate matters, transfer agent and registrar.

Most

banks normally use the cash rather than the accrual basis
of accounting for reporting trust department fees.

"The

reasons for such a policy are that in many cases the fees
are collected only after a relatively long-term commitment
has been completed or the fees to be received may not be
determinable at the time the trust agreement is entered
into."21
Some 20 banks out of 23 sending annual reports class!fied a portion of their income.as other operating income.
Many banks use this category to report rentals on real
estate temporarily held; income from safe deposit boxes;
interest on time deposits with other banks; and regular
operating credits, such as net tellers overages or forgery
recoveries.

^Comptroller of the Currency, Instructions for Prep
aration of Consolidated Reports of Income (Washington,
D.C.: The Office of the Comptroller of the Currency,
Revised October, 1969), p. 4.
21Ralph D. Kennedy and Stewart Y. McMullen, Financial
Statements* Form^ Analysis, and Interpretation (5th ed,;
Homewood, Illinois: Richard D. Irwin, Inc., 1968), p. 689.
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Operating Expense
Prior to 1965 commercial banks were sharply criti
cized for the insufficient information in the operating
expense section of their income statements.

The accused

banks previously classified all of their operating expenses
under one heading.

By 1969 most banks had ceased using

this condensed method of reporting.

Major expense classi

fications found in many bank statements are helpful for
a proper evaluation of the bank®s activities by stockholders
and prospective investors.
Salaries And Employee Benefits.

All 23 banks sub

mitting annual reports classified a portion of their oper
ating expenses in the '’Salaries And Employee Benefits"
category.

As shown in Table XII on the following page,

19 banks separately disclosed salaries and employee bene
fits in their income statement.

This breakdown provides

more useful information than a single caption.
Banks should also inform the stockholders of the
available employee benefits.

Yet, only 4 banks included

any information about their pension plan.

It would appear

that this type of information should be adequately dis
closed in a footnote to the statements explaining some
provisions of the plan.

"Pension costs should not be

used as one bank president stated that he used his:

*To

adjust my total expense so that the net income will be
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what I w a n t . ' " ^
TABLE XII
OPERATING EXPENSE CLASSIFICATION
IN 1969 ANNUAL REPORTS
Number of
Banks
Salaries and Employee Benefits:
. Combined in single caption
Salaries & Employee Benefits
shown separately
Interest Expense:
On deposits and borrowed
On deposits and borrowed
disclosed separately

funds combined
funds

19
15
8

Provisions for loan losses:
As an operating.expense
As a nonoperating item

17
6

Other operating expenses:
Single caption
Net occupancy--Bank Premises
Equipment Rentals, Depreciation, and
Maintenance
Expense of Federal Funds Purchased
Other Expenses
Interest Expense.

4

3
19
17
5
20

This is the largest single cost

item reported by most banks in the operating expense sec
tion.

As shown in Table XII above, 15 banks disclosed

interest on time deposits and borrowed funds as a single
caption in their annual reports.

As a minimum, banks

should disclose the interest on deposits and borrowed

^ W a l t e r G. Austin, Jr., "Critical Evaluation of
Bank Earnings Statements," Burroughs Clearing House, L
(November, 1965), 90*
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funds separately.

Further disclosure could be provided

by classifying interest expense into two subcategories,
such as interest on short-term and long-term debt.

This

breakdown would better inform the stockholders of how
heavily the bank is engaged in either type of borrowing.
Provision For Loan Losses.

In a 1968 survey of the

annual reports issued by 96 of the nation’s largest 100
banks, the provision for loan losses was disclosed by 92
banks as a nonoperating deduction in the income statement.
Yet, most accountants would agree that this expense should
be reported in the operating expense section since it is
a normal, recurring expense of the banking business.
More and more banks are reporting the provision for
bad debts as an operating deduction because of recently
revised bank regulations mentioned previously.

Table XII

shows that 17 of the Louisiana banks sending 1969 annual
reports disclosed the provision for loan losses in the
operating expense section.

Also, when asked whether the

income statement of commercial banks should include as
an operating expense a provision for loan losses, 85% of
those banks responding to the writer's survey were in
favor of this reporting method.

93

Nearly 75% of the banks

Theodore E. Boros, "Bank Accounting and the Annual
Report," The Magazine of Bank Administration. XLV (May,
1969), 40.

23

with less than $15 million in assets were agreeable to
such a move, as shown in question 8 in the Appendix.
More informative reporting is certainly achieved
when a ’’reasonable" provision for loan losses based on
management's careful evaluation is included as an oper
ating expense in the income statement for stockholders.
Other Operating: Expenses.

Only 3 banks classified

all of their other operating expenses into a single cap
tion.

Most of the banks submitting income statements re

ported the net occupancy expense of bank premises and
the furniture and equipment expense.

Some banks also dis

closed the expense of Federal funds purchased in their
operating expense section.
Net occupancy expense of bank premises represents
the. difference between rental income from bank premises
owned by the bank or its consolidated building subsidiary
and gross occupancy expense.
usually includes:

Gross occupancy expense

salaries and supplementary benefits of

building employees; recurring depreciation and leasehold
improvements; maintenance, repairs, and uncapitalized
alteration costs of bank premises; all current expenses
connected with the use of bank premises, such as the cost
of heat, light, water, outside janitor services, fire
insurance, and similar expenses; and all property and
other taxes paid or accrued related to bank premises and
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leasehold improvements.
Furniture and equipment expense includes;

normal

and recurring depreciation charges applicable to the
particular assets; the rental cost of office machines;
ordinary repairs to furniture and equipment; and the cost
of. furniture and equipment not placed on the books as an
asset.
Twenty of the banks disclosed a portion of their
operating expenses as ”Qther Expenses.”
category are:

Expenses in this

fees paid to directors; premiums on fidel

ity insurance; office supplies bought; cost of examinations
by supervisory authorities; retainer fees; losses from
counterfeit money, forged checks or net cash shortages;
and deposit insurance assessments.
Net Securities Gains Or Losses
In 1969 supervisory authorities decided that banks
must disclose the net results of all securities profits
and losses realized during the year.

This disclosure

must be reported below ”Income before securities gains
or losses,” as shown in Table X.

Previously, most banks

followed the practice of transferring gains and losses on
securities transactions directly to undivided profits or
to a general security reserve account.

This procedure,

however, permitted the effect of such transactions to
completely bypass the income statement.

Thus, the revised

119
regulations definitely require more informative reporting
standards in this area than in the past.
Securities profits or losses arise from the sale,
exchange, redemption, or retirement of bonds and other
securities at prices above or below book values.

These

securities gains and losses represent adjustments of yields
on investments and, ideally, should be included in the
net operating earnings proportionately over the holding
period of the investments.
The accounting and reporting problems unique to bank
securities are discussed in much greater detail in the
following chapter.
Extraordinary Charges Or Credits
The effects of material events and transactions not
related to prior periods are required to be disclosed in
the nonoperating section of the income statement according
to bank regulations.

These material events must be of a

character significantly different from the bank's custom
ary activities.

Some examples of these events are:

(1) ma

terial gains or losses from the sale or abandonment of
buildings or premises, and (2) gains or losses from a major
revaluation of a foreign currency.
Similar to the requirements issued by the Federal
banking authorities, Opinion No. 9 of the APB states:
"Extraordinarv items should be segregated from the results

12 0

of ordinary operations and shown separately in the income
statement, with disclosure of the nature and amounts
thereof." ^
Net Income
After disclosing the extraordinary items, if any,
"Net Income" is derived.

This new disclosure policy

clearly identifies the net results of operations of the
period’s activities,
A substantial majority (83%) of Louisiana banks re
sponding to the writer’s survey indicated that they favor
designating the final figure in the income statement as
"Net Income."

As shown in question 9 in the Appendix,

only 26% of the small banks responding were opposed to
this new terminology in the income statement.

Some various

reasons that bankers and others oppose the new regulations
of the Federal supervisory agencies are discussed below.
Criticisms Of Revised Format
Some analysts have been very critical of the new format
for reporting bank earnings.

They argue that the new "Net

Income" figure is of questionable value and "in some cases
\
25
can be downright misleading to unsophisticated investors."

^Accounting Principles Board, "Reporting the Results
of Operations," p. 113.
25/^
Youngquist, "Bank Stocks Take a Beating,"
Bankers Monthly, LXXXVII (February 15, 1970), 17.
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They argue that including securities gains and losses in
the determination of net income will cause wide fluctua
tions in reported earnings from year to year.

Moreover,

profitability ratios will rise and fall and will not give
a meaningful reading in any given year.

Many banks, how

ever, are aware of this fact and have appropriately in
formed the users of their financial statements that a
change has taken place in the method of reporting earnings.
Other analysts charge that neither of the present
pair of reported income figures ("Income Before Securities
Gains And Losses" and "Net Income") have "the analytic
stature to serve as an ultimate single figure."2^

This

group contends that reporting two income per share figures
is unworkable in practice.

They state:

"Though some

segments of the trade press ... may regularly report and
analyze bank results on a basis of the two numbers, most
consumers of bank shareholder reports have neither the
attention span nor the grasp of fundamentals to regularly
use a two-number income concept."

27

Some observers also contend that the new reporting
regulations will unfavorably affect the asset management
of banks' bonds and securities.

They state that bank

2^David C. Cates, "What's Wrong With the New Account
ing?" Bankers Monthly. LXXXVI (September 15, 1969), 10.
27Ibid., p. 24.
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management will attempt to make the net income figure
less volatile, once this figure becomes the common denom
inator of bank financial reports, by lowering the volume
of security transactions.

Thus, if banks are prompted by

the new disclosure regulations to reduce their securities
transactions, there is a strong likelihood that future
no

earnings potential will decline.
Nevertheless, it appears that the 1969 regulatory
revisions have improved bank report5.ng.

A substantial

number of insured banks must now report their accounting
transactions on an accrual basis.

They must also report

their provision for loan losses as an operating expense.
These new regulations have done much to bring bank account
ing and reporting practices up to the standards followed
by nonbanking industries.
Surveys indicate that the financial statements pub
lished in annual reports of the nation's largest banks
provide a great deal of financial information for the
29
stockholders and analysts.
Most of these banks report
a detailed breakdown of the assets and liabilities.

Some

^ W i l l i a m b . Carr, "Accounting Practices in Banking—
The Industry's View," Pennsylvania CPA Spokesman. XXXIX
(December, 1968), 9.
29 r . Gerald Fox, "A Look at Annual Reports--1968,"
The Magazine of Bank Administration. XLV (April, 1969),
24.
See also John Kirk, "What's New in This Year's Crop
of Annual Reports." Banking. LIX (May, 1967), 55-56.
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banks also disclose in their annual reports principal
balance-sheet items based on weekly averages, thus avoiding
a "window dressing" criticism.

In addition, the new em

phasis in bank reporting can be seen in the breakdown of
revenue and expense items in the income statement.

Some

large banks include in their annual reports a record of
average, annual yields on various type loans and securities
for five to ten year periods.
One major bank, Crocker-Citizens National Bank (San
Francisco), even presents in its annual report key finan
cial statement ratios, such as Net operating earnings to
total resources; Net operating earnings to deposits; Net
operating earnings to equity capital; Equity capital to
deposits; Total capital accounts to deposits; and Total
loans to deposits.

Many of the larger banks are also

disclosing more data regarding the maturities of their in
vestment securities.

The market value of securities held

is often disclosed in addition to the percentage break
down of securities maturing in one year or less, one to
five years, and so on.

Other banks have discussed the

impact of specific legislation on banking, the basic
duties of each bank department, and how the bank serves
its customers and community.
It would appear that many of the nation*s largest
banks are making a serious effort to improve the quality
of their financial reports.

Their actions might possibly
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stimulate many regional and local state banks to upgrade
their reporting practices.
A survey of the 23 annual reports received from
Louisiana banks, however, revealed that some banks report
a minimum of information to their stockholders.

Fortunately,

there were some banks which followed a policy of full dis
closure.

For example, 5 banks presented comparative state

ments of condition and income ranging from five to ten
years.

One of the 5 banks also included a detailed break

down of its loans and securities holdings and also presented
a schedule showing the percentage of securities maturing
in the near future.

Another bank included key financial

statement ratios for a five-year period.
There are a number of things some banks could do to
improve the quality of their reporting practices.

First,

more banks should begin to include comparative data in
their reports.

Key financial ratios covering five to ten

year periods would provide especially meaningful informa
tion.

Secondly, more widespread use of ’’Notes to Financial

Statements” should be employed by banks.
effectively used to explain:

Notes can be

basis of consolidation;

changes in reporting requirements; basis of valuing bank
premises and equipment; pension or profit sharing plans;
allowance for loan loss provisions; stock options and
dividends; lease commitments; depreciation and amortiza
tion policy; basis of securities; and method of determining
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Federal income taxes.

Lastly, more banks should imitate

industrial companies and indicate their goals in their
annual reports.

For example:

to achieve its future earnings?

How does the bank expect
Does it intend to open

new branches in the next few years?

As another example:

Does the bank intend to enter the trust business in a
year or two?

Or, if it already has a trust department:

Does it intend to strengthen its trust business?

Very

few banks sending annual reports to the writer disclosed
their future goals to stockholders.
Hopefully, the trend toward offering more informative
data and including meaningful ratios in the annual report
will continue unabated by both large and small banks.

CHAPTER VI
ACCOUNTING FOR SECURITIES
Bank securities accounting has received considerable
attention in recent years.

Most banks* investment port

folios consist primarily of U.S. government obligations
and obligations of states and localities.

Although in

terest on loans is the banking industry’s major source
of revenue, investment securities also generate a signif
icant part of banks* total earnings.

The proper accounting

and reporting of securities transactions can greatly
affect the reported results of the bank’s operations to
stockholders and the general public.
Bond Premiums And Discounts
Premiums and discounts on bonds represent an adjust
ment of the coupon interest rates to the market yield
prevailing at the time of purchase.

Proper income account

ing requires amortization of premiums and discounts in
order that operating earnings will reflect yields based
on purchase costs rather than coupon interest rates.

,An

amortization policy systematically adjusts the carrying
values of the securities, during the time they are held,
to par value at maturity.

The amortization period should
126
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extend from the date of purchase to the maturity date or
to an earlier call date.
Premium Amortization
Many banks have historically amortized premiums on
securities purchased above par.

For example, in a 1962

survey involving 270 banks of all sizes, it was found
that 90% of the banks surveyed amortized premiums.^- Sim
ilarly, nearly 90% of the respondents in the writer's
survey of Louisiana banks reported that premiums are amor
tized for reporting purposes.

As shown in question 10 of

the Appendix, 59% of the banks indicated that only premiums
are amortized while another 28% of the respondents indi
cated that both premiums and discounts are amortized.

It

is interesting to note that even 69% of the responding
banks with less than $15 million in total assets amortize
bond premiums.

Some of the smaller banks probably amor

tize premiums against operating revenue since such a policy
results in the more conservative presentation of operating
results.
While the majority of banks amortize bond premiums
to reduce coupon interest income, some banks still follow
the practice of writing off premiums directly to undivided
profits or a security reserve.

This policy stabilizes

^Walter G. Austin, Jr., nA Survey of Accounting and
Reporting Practices,” Auditgram. XL (February, 1964;, 6.
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operating revenues and completely relieves the earnings
statement of an amortization adjustment to interest income.
The intermediate effect of premium write-offs is an over
statement of operating income.
Premium write-offs should not be employed for external
reporting purposes.

All banks should be required to amor

tize premiums on bonds held in their investment portfolio.
Any departure from this practice should be fully disclosed
in a note to the financial statements.
Discount Accumulation
Even though a majority of commercial banks amortize
premiums, the practice of discount accumulation has not
been so widespread.

For instance, only 28% of the respon

dents to the writer's survey indicated that they accrue
discounts for reporting purposes, as shown in question 10
in the Appendix.
Some reasons responsible for more banks not accumu
lating discounts are as follows:
1.

Conservative accounting.

Bankers have traditionally

been reluctant to adopt a practice that would result in a
"write-up” of assets.
2.

Income tax treatment.

Whereas for tax purposes

premium amortization on other than tax-exempt securities
is allowable as a deduction from ordinary income, bond
discounts are disregarded until the date of the securities'
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disposal.
3.

Attitude of supervisory authorities.

For many

years, representatives of the supervisory authorities
viewed discount accumulation as unfavorable, resulting
2
in investment accounts stated in excess of cost.
Since 1965, however, the Federal regulatory agencies
have encouraged banks to accrue discounts.

In addition,

various banking trade associations and the AICPA's Com
mittee on Bank Accounting have also advocated the use of
discount accumulation for external reporting purposes.

As

a result of these influences, some banks have started to
amortize discounts, as well as premiums, in order to dis
close more accurately income from securities.
Securities Gains And Losses
Securities gains and losses represent an adjustment
of yields on investments.

"A gain or loss on the sale of

a security (assuming premium and discount amortization)
represents the immediate realization of the total discounted
difference to maturity between the effective rate of earn
ings on the security (that is, the coupon rate adjusted
for premium or discount amortization) and the prevailing

^Robert H. Mills and Frank Luh, "Financial Reporting
of Commercial Banks," The Journal of Accountancy. CXXVI
(July, 1968), 50.
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3
market interest rates.”

Over an extended period of years,

they are as much a part of over-all investment results
as are interest earnings.
Until quite recently, most banks followed the prac
tice of carrying directly to undivided profits or to a
general security reserve gains and losses on securities
transactions together with the applicable income tax
effect.

This practice of excluding securities gains and

losses from the determination of net income was supported
by two principal reasons.

Bankers argued that gains and

losses were ”not the results of normal operations and,
secondly, their inclusion would have a distortive effect
on the net income reported for a period and, perhaps more
important, would make comparisons from year to year almost
meaningless.”^
Some smaller banks still carry profits and losses on .
securities transactions directly to undivided profits or
to a security reserve account.

As shown in question 11 in

the Appendix, 27% of the banks in Class IV (assets less
than $15 million) reported that they transfer profits and ,
losses directly to undivided profits.

This accounting

O

Committee on Bank Accounting and Auditing, Audit
of Banks (New York: American Institute of Certified Pub
lic Accountants, Inc., 1968), p. 38.
^Eugene L. Larkin, Jr., ’’Financial Reporting by Banks,”
in Selected Papers 1965 (New York: Haskins & Sells, 1966),
P* 117.
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treatment completely bypasses the income statement and
leaves much to be desired in terms of full disclosure.
Some 55% of the total respondents, however, disclose prof
its and losses on securities transactions in the nonoper
ating section of the earnings statement.

Looking at

individual groups, 100%-and 72% of those banks responding
in Classes 1 and II, respectively, indicated that they
report the results of securities transactions below net
operating earnings in the nonoperating section.
Tax laws have had a significant effect on the timing
of profit and loss realization on securities sales.

A

brief discussion of tax laws as they pertain to bank se
curities transactions is presented in the following sec
tion.
Tax Background
The tax status of commercial banks was for many years
unique as compared to nonbanking industries.

In the early

years of World War II, Congress passed legislation per
mitting banks to offset security losses against ordinary
5
income for tax purposes.
This provision, in effect, made
losses deductible at the bank's regular tax rate.
Short-term gains (on securities held less than six

■^American Bankers Association, The Commercial Bank
Industry (Englewood Cliffs, N.J.: Prentice-Hall, Inc.,
1962), p. 294.

132
months) were taxed as ordinary income, but long-term gains
were taxed at the lower capital gains rate.

Thus, a bank

could earn the difference between the long-term capital
gains tax rate and the ordinary tax rate by realizing
losses and long-term gains of the same magnitude.

To

maximize their tax benefits, banks therefore established
"gain" and ,flossn years and attempted to realize only net
losses or long-term gains during the same year..

Under

these tax laws, securities transactions and net income
figures did vary considerably from year to year.
A recently passed tax-reform bill, however, provides
that capital gains talcing place after July 11, 1969 are
to be taxed as ordinary income.

Whether this reduction

in the appeal of tax exchanges will lower the volume of
securities transactions is indeterminable at this time.

It

is predicted, however, that for the year 1970 and there
after the income from securities transactions will tend to
fluctuate less from year to year.
Completed-Transaction Approach
The regulations of the three Federal supervisory
authorities require the recognition of securities gains
and losses at the time of their realization.

These gains

and losses, together with the related income tax effect,
are to be disclosed in the nonoperating section of the
income statement.

This separate presentation of securi
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ties gains and losses should not be interpreted as indieating that they are extraordinary items as defined in
APB Opinion No. 9.

Where extraordinary items exist, secu

rities gains and losses should be presented before those
items.
The recognition of securities gains and losses at
the time-of their realization conforms with generally ac
cepted accounting principles and is similar to the prac
tices followed in nonbanking industries.

The practice is

based on the theory that nthe sale of a security constitutes
the completion of the transactions relating to the holding
of that security and that the gain or loss represents an
adjustment of the earnings on the investment recognized
£
in the accounts during the period it was held,"
The im
mediate recognition of realized securities gains and losses
is also strongly supported by a substantial segment of the
banking industry.
Deferral And Amortization Methods
Other methods of accounting for securities gains
and losses have been proposed in recent years.

Most of

these methods would include gains and losses in net oper
ating earnings over more than one fiscal period.
JFive-Year Averaging Technique.

Some analysts have

^Committee on Bank Accounting and Auditing, op. cit.,
p. 37.
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recommended that security gains and losses should be aver
aged over an arbitrary period, such as five years.

This

simple averaging method could be accomplished by allocat
ing realized capital changes over subsequent years* income
during a five year period.

This technique is designed

to accomplish two objectives:
1. Apply a common denominator to the
investment performance of banks regard
less of accounting format, and
2. Bring total investment performance
into the orbit of earnings analysis, on
the theory that revenue, profit-and-loss,
and tax planning are merely complementary
and interchangeable methods of maximizing
portfolio return.7
As mentioned previously, the revised Federal banking
regulations no longer permit the amortization of gains
and losses as it had prior to 1969.

Ikwever, very few

banks had amortized capital gains and losses and those that
did followed no common pattern.

Citizens and Southern

National Bank (Atlanta), for example, prorated after-tax
gains and losses over the life of the issue sold while
Union Bank of Los Angeles amortized the after-tax capital
changes over the life of the issues bought.

The Bank of the

Southwest (Houston) allocated profits on.bond transactions
into investment income but rarely prorated realized losses.

7
'David C. Cates, “The Puzzle of Bank Investment Ac
counting ,H The Bankers Magazine. CXLVII (Spring, 1964), 33.
^Charles R. Wolf, ''Reporting Gains and Losses on
Bank Securities,n Financial Analysts Journal, XXV
(January-February,1969), 87.

8
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The main advantage of this approach is that it would
eliminate extreme year-to-year fluctuations in the amounts
of gains and losses recognized.

The chief disadvantage

of five-year averaging is that this arbitrary period will
rarely catch complete cycles of profit-and-loss.

As one

writer explained:
The practical result will then be to weigh
any given period toward loss or profit.
This will be particularly true if the
period happens to contain an extraordinary
year, whether profit or loss.^
Although the method outlined above would help to
reduce the fluctuations of securities transactions, the
AXCPA*s Committee- on Banking is of the opinion that this
method cannot be supported logically.
AICPA Banking Committeefs Proposal.

The AICPA Com

mittee on Banking believes that the deferral and amortiza
tion of security gains and losses can be supported in
certain cases.

The Committee contends, for example, that

gains and losses resulting from sales and sxibsequent re
investments of equal quality securities would be eligible
for amortization.

The Committee, however, feels that the

deferral and amortization method should be limited to those

^Cates, o p . cit.% p. 38. For example, in 1958 prof
its on securities exceeded $691 million while losses were
$94 million.
Yet, in the following year profits were
only $75 million while losses exceeded $745 million.
See
John T. Mas ten, "The Determinants of Bank Income and
Profit," The Bankers Magazine» CXLVII (Spring, 1964), 71.
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securities transactions involving immediate reinvestment
of the proceeds in comparable securities.

Thus, where

the proceeds of security sales are invested in loans or
used to meet depositor withdrawals, the Committee believes
that there could be no justification for deferral of gains
and losses realized by such sales.^
”The basic theory of the deferral and amortization
method of accounting for securities gains and losses is
that such gains and losses represent modifications of in
terest earnings during the period from the date of sale
to the maturity date of the securities sold.”^

Proponents

of the deferral and amortization practice maintain that
gains or losses are offset in future accounting periods by
a corresponding decrease or increase in interest income
from the securities acquired in the reinvestment process.
Although the deferral and amortization approach is
supportable in certain circumstances, the use of this
method for reporting securities gains and losses is ques
tionable.

One major unfavorable effect of the approach is

that it results in the inclusion of amounts (unamortized
gains and losses) in the balance sheet applicable to assets

Committee on Bank Accounting and Auditing, op. cit.,
p. 40.
11

Eugene L. Larkin, Jr., ’’Reporting Banks' Securities
Earnings More Realistically,” The Bankers Magazine. CLI
(Autumn, 1968), 49.
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no longer held.

Moreover, according to generally accepted

accounting principles, gains and losses on securities trans
actions should be recognized once a sale or exchange has
taken place.

In addition, one questions the desirability

of adopting a deferral and amortization method that tends
to delay the effects of changing interest rates when, at
the same time, such changes are currently reflected in
the interest banks pay for interest bearing deposits and
borrowed funds.
Federal banking authorities are opposed to the de
ferral and amortization method.

They require banks to

recognize fully gains or losses following completed secu
rities transactions.

Furthermore, securities gains and

losses must be disclosed in the nonoperating section of the
income statement.
On the other hand, the AICPA Banking Committee rec
ognizes the acceptability of both the completed transaction
and the deferral and amortization methods.

Nevertheless,

all concerned with this particular aspect of bank reporting
would agree that the results of securities transactions,
whether gains or losses, should enter into the determina
tion of banks* net income and should not be charged di
rectly to undivided profits.
Balance Sheet Disclosure
Most banks disclose three major categories of invest-
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ments in the balance sheet.

Some 967» of the banks respond

ing to the writer*s survey indicated that they categorize
investments securities by major classification, namely
U.S. Government obligations, obligations of states and
political subdivisions, and other securities, as shown in
question 13 of the Appendix.
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Basis Of Valuation
Most securities held by banks are free from the risk
of default.

If they are held to maturity, they are re

deemed at an amount equal to their amortized cost.

Accord

ingly, securities should be stated at costi adjusted for
discount accumulation and premium amortization.

Bank

securities should be valued for reporting purposes accord
ing to the ‘’going concern” basis and not on a liquidation
basis.
In the past banks would arbitrarily write down secu
rities by charges against undivided profits or valuation
reserves, merely because market values at a particular
time were temporarily below carrying.values.
were in most cases unnecessary and misleading.

Such practices
As one

writer stated;
... from the standpoint of the shareholders
there is no point in writing -down to market
a security that may be selling below par at

12

Banks that are dealers in securities generally em
ploy a fourth classification, "trading account securities.”
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the moment because it carries a low coupon
rate.
Such a write-down simply transfers
income from one accounting period to
another.13
Fortunately, this practice is diminishing.
Security Reserves
Many banks carry reserves against securities.
reserves are created in various ways.

These

They may be estab

lished by profits realized in securities transactions,
appropriations of undivided profits, or provisions charged
to earnings.

Basically, reserves are disclosed for the

following reasons:

(1) to set aside securities profits to

absorb possible losses in the future, and (2) to set up
reserves pursuant to banking supervisory regulations.
The logic employed in setting up a reserve to absorb
possible losses is evidenced in the following comment:
A bank*s portfolio contains securities
with appreciation as well as depreciation.
When a bank takes profits it leaves it
self with potential of future losses.
In light of this, it does not seem wise
to increase undivided profits.
It is
prudent to set aside profits in a reserve
to avoid significant fluctuations in un
divided profits when these future losses
may occur.
This, in fact, will encourage
a bank to take losses when it is invest
ment wise to do so. *4

l^Henry P. Hill, ’'Tailoring Banks* Annual Reports
for Both DeDositors and Stockholders," Banking. LI
(April, 1959), 126.
^ Cha r l e s A. Agemian, "What About Reserves," Auditsram,
XXXVIII (September, 1962), 10.
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There are basically two kinds of security reserves
used by banks, a "valuation reserve" and a "reserve for
contingencies."
Valuation Reserve.

According to supervisory regula

tions the valuation reserve is "an account established
through an appropriate charge representing management*s judg
ment as to possible loss or value depreciation in a specific
class of assets, such as loans or investment securities."*'*
Considering the types of securities held by banks,
it is questionable whether a valuation reserve is required
under normal circumstances.

For most of the securities

held by banks, the credit risk is almost negligible.

The

other risk that banks must consider is market depreciation.
Most accountants would agree, however, that temporary and
cyclical depressions in the investment markets do not
give cause for the establishment of valuation reserves.
A few circumstances in which this type reserve could be
considered are:

(1) a severe market decline, causing a

depreciation in security values, which promises to be of
long duration and relatively permanent, and (2) a situa
tion in which an element of measurable credit risk has
been established.
Valuation reserves, provided pursuant to wishes of

^ E m s t 6t Ernst, "Banking Committee Bulletin," No. 33
(November 21, 1969), p. 2.
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banking regulatory authorities such as reserves for pos
sible loss of accrued discount not yet realized, are "an
ultra-conservative practice that is not in accordance with
generally accepted accounting principles and cannot be
supported under the 'going concern' concept.”^
Frequently, these reserves were used to absorb charges
which should have been made against income and, in many
cases, resulted in material misstatements of reported net
income.
Reserve For Contingencies.

Often, banks establish

reserves for possible security losses as precautionary
measures against future contingencies.

Such reserves should

be classified in the balance sheet within the capital funds
section as it represents an appropriation of undivided
profits.
The AICPA Banking Committee has issued the following
recommendations concerning the proper accounting treatment
for this type reserve:
If the eventuality for which the reserve
was created materializes, the resultant
loss should be charged to income and the
reserve restored to undivided profits.
Similarly, if it becomes evident that the
contingency will not materialize, the
reserve should be restored to undivided
profits.
Under no circumstances should

■^Walter C. Johnson, "Financial Reportingto Stock
holders by Commercial Banks" (unpublished thesis, Rutgers
University, 1964), p. 96.

142
the reserve be used to absorb losses or
other charges.17
Commercial banks should report to their stockholders
a reconciliation of valuation reserves and contingency
reserves so that the transactions affecting the reserve
accounts will be properly disclosed.

Some 61% of the

banks responding to the writer's survey, as shown in ques
tion 25 of the Appendix, stated that they publish a recon
ciliation statement for their stockholders.
Disclosure Of Market Values
Some bank officials contend that no useful purpose
is served by disclosing the market values of a bank's
investments.

18

They feel that in certain instances mar

ket values might actually contribute to a misinterpreta
tion of the bank's financial soundness.

For example,

disclosure of substantial unrealized market depreciation
in the bank's investment portfolio, reflecting rising in
terest rates, might unjustifiably undermine public.confi
dence in the bank's soundness.
Undeniably, the above argument does have merit.

On

the other hand, ,fan advantage of disclosing market values
is that it helps a reader of a bank's financial statements

17Committee on Bank Accounting and Auditing, op. cit. .
p. 52.
l®Will Cooper, "A New Perspective on Securities Ac
counting,11 Bankers Monthly, LXXXV (January 15, 1968), 56.
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to evaluate the potential earning power of the bank's
investments* since such potential earning power is gov
erned by prevailing market interest rates applied to the
19
market, and not the book, value of its invested assets.”
Apparently, many Louisiana banks do not feel that
disclosure of market values is essential for a fair pre
sentation.

Some 57% of the total respondents answered

negatively to the question, "Should the market value of
the bank's investment securities be shown in the report
to the stockholders?”

As shown in question 5 in the

Appendix, 74% of the banks with total assets of $15 million
or less disfavored disclosing market values.
One final comment concerning the proper reporting of
securities transactions— the first and most important thing
commercial banks must do when reporting to stockholders is
to succinctly outline the principles of investment account
ing employed in the preparation of their financial reports.

19Committee on Bank Accounting and Auditing, op. cit.,
p. 43.

CHAPTER VII
LOAN LOSSES AND RELATED RESERVES
Loan losses sustained by commercial banks can be
broadly classified into two categories— those of a recur
ring nature and those which occur at infrequent, irregular,
and unpredictable intervals.

Losses of the latter type

historically have been larger and have been realized with
less advance warning than those of the first type.

Typical

of the latter group were the severe losses during the
economic depression of the 1930s.
Provision For Loan Losses
A serious problem area in bank accounting and re
porting is loan losses.

Bank management and regulatory

authorities, as well as accountants, agree that timely
provisions for loan losses are a necessary requirement
for a sound financial management program.

Disagreement

arises, however, regarding the method of determining a
periodic charge and its classification in the income
statement.
From a practical viewpoint, the amounts provided by
most banks for loan losses are influenced considerably
by income tax regulations.

Maximum amounts allowable as
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tax deductions are computed using a formula established
by the Treasury Department.
Treasury Tax Formula
Prior to 1969, banks were permitted to make deductions
for tax purposes until their reserve accounts equaled 2.4%
of loans outstanding.

Banks whose reserves exceeded this

percentage were temporarily unable to deduct any amount.
Also, according to previous tax regulations, the maximum
amount allowable in any taxable year was limited to 0.8%
of outstanding loans.^
The Tax Reform Act of 1969, effective for the calendar
year 1970, produced important changes relating to loanloss accounting.

The Act changes the method of computing

allowable deductions for loan losses and tends to reduce
the amount of loan-loss reserves that banks may establish.
The new law permits two methods of calculating additions
to the reserve account:
"experience method."

the "percentage method" and the

"The percentage method is optional

through 1987 after which all banks will maintain reserves
based on the experience method."

2

The percentage method provides for reserve balance

*John T. Masten, "Beleaguered Bankers: Regulation F
and the Accounting Profession," The Bankers Magazine,
CLII (Winter, 1969), 17.
^John Bryant, "Accounting for Bad Debts," The Mag
azine of Bank Administration. XLVI (March, 1 9 7 0 J , 32.
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limitations as follows:
1970 through
1976 through
1982 through

1975
1981
1987

1.8% of eligible loans
1.2% of eligible loans
0.6% of eligible loans

In any case, the allowable deduction may not exceed 0.6%
of eligible loans outstanding.
The term ’'eligible loan,” as defined in the Act,
specifically excludes:
1. Loans to banks and savings and loan
associations.
2. Loans secured by deposits in the
lending bank or other financial institu
tions ... if the lending bank has control
over withdrawal of such deposit.
3. Loans to, or guaranteed by the
United States, a possession or instrumen
tality of the United States, or a state
or political subdivision.
4. Loans evidenced by securities such
as bonds, debentures, notes or other evi
dence of indebtedness issued by a corpora
tion or by a government or political
subdivision with interest coupons or in
registered form.
5. Loans of Federal funds.
6. Commercial paper, including short
term promissory notes that may be pur
chased on the open market.3
In contrast to the percentage method, the experience
method allows a bank to calculate its individual loan-loss
experience ratio.

This ratio which is applied to year

end loans outstanding is based on the following formula:
Accumulated Six Year Net Charge-offs
Accumulated Six Year Loans Outstanding

_

Experience Ratio
Percentage

The ”0,6% allowable deduction limitation” does not apply

3Ibid., p. 33
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to this method.
Some 17% of the total banks responding to the writer’s
survey (as shown in question 16 of the Appendix) indicated
that annual provision for loan losses reported in the in
come statement is the same as the amount used for tax pur
poses.

There are two likely explanations for this finding.

First, tax regulations stipulate that the provision for
loan loss must be recorded in the books before it is de
ductible for tax purposes.

Secondly, some bankers may

fear a reduction in their allowable tax deductions if they
do not use the same amount for both financial reporting
and tax purposes.
Yet, "'the fact that a deduction, allowable for tax
purposes, may be more or less than the amount of the pro
vision that should be charged as an operating expense of
the period for reporting purposes, should not prevent the
recording of provisions that satisfy both requirements."^
Tax deferral accounting rules are well established and
can be employed if the tax deduction for loan losses ex
ceeds the provision established in accordance with generally
accepted accounting principles.
Regulation F
Before 1964 many banks carried their provisions for

^Oscar A. Bashor, "Accounting Practices in Banking— A
CPA's View," Pennsvlvani-a CPA Spokesman. XXXIX (December,
1968), 11.
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loan losses, less the related income taxes effect, directly
to undivided profits.

Other banks disclosed the annual

provision in the nonoperating section of the income state
ment .
Nonoperating Deduction.

Regulation F required those

banks subject to the Securities Acts Amendments of 1964
to treat their loan-loss provisions as a nonoperating
deduction in the income statement.

Thus, the regulation

excluded loan losses from the determination of net operating
earnings.

Since many banks were already including loan

losses in the nonoperating section, this particular aspect
of Regulation F was accepted without much criticism.
Proponents agreed that the entire loan-loss provision
should be excluded when determining net operating earnings.
They maintained that the nonrecurring portion of the pro
vision was not related to the current period's operations
and therefore should not affect reported net operating
earnings.

Rather than classifying a portion of the pro

vision as an operating expense and the remainder as a
nonoperating item, they preferred to disclose the entire
provision as a single amount in the income statement's
nonoperating section."*

5committee on Bank Accounting and Auditing, Audit of
Banks (New York: American Institute of Certified Public
Accountants, Inc., 1968), p. 46.
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"Another argument advanced for excluding the loanloss provision from operating expenses is that the pro
visions allowable for tax purposes may vary widely from
year to year and that their inclusion in operating ex
penses could distort the amounts reported as net operating
earnings in a given year."

On the other hand, if

interest earned on loans is properly treated as part of
net operating earnings, then the provision for loan losses
should logically be deducted in arriving at net operating
earnings.
Operating Expense,,

One important reason explaining

why many banks had not reported the loan-loss provision
as an operating expense is that they were not required to
do so according to Federal regulations.

This reason, how

ever, is no longer valid since all three Federal supervisory
agencies changed their regulations pertaining to loan
losses in late 1969.

The revised regulations now require

all insured banks to.include the annual provision for loan
losses

in the income statement*s operating expense section.

Banks must also elect one of the following methods for
reporting their loan-loss provision:
1.
Five-year moving average ratio. Under
this method a ratio is computed based on
the aggregate total of net charge-offs and

6Ibid.
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the aggregate total average loans for the
current year and the preceding four years.
This ratio is then applied to average loans
outstanding during the current year to de
termine the minimum amount to be charged
to operating expense.
2. Five-year forward moving average.
Beginning with the year 1969 the ratio of
net charge-offs to average loans outstand
ing is computed.
Each successive year
thereafter, and up to and including 1973,
the current year's net charge-offs and
average loans outstanding are added to
those of the previous years. A new ratio
is calculated and applied to average loans
outstanding for the current year.
By 1973
this method of calculating the minimum loan
loss expense factor becomes the same as the
first method.
3. Actual net charge-offs as experienced
in the current year. Banks not on the
reserve basis for loan losses are required
to use this method.7
If an amount in excess of that computed by any of the above
methods is deemed necessary by the bank's management, it
is permitted provided that adequate disclosure is furnished
in a note to the financial statements.
According to the writer's survey, 35% of the respon
dents indicated that they use method (1) as shown above
for reporting their loan losses, while both methods (2)
and (3) are used by 17% of the respondents as shown in
question 16 of the Appendix.

The five-year moving average

ratio (method 1) is most frequently used by Classes I
and II banks.
Although the AICPA's Committee on Banking agrees

^Bryant, on. cit.. p. 33«
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with the revised regulations, it has also issued the fol
lowing statement concerning loan-loss provisions;
The Committee ..• recommends that each
bank management determine a method (based
on past loss experience, adjusted for
such factors as known changes in the
character of the loan portfolio, in manage
ment credit policies, and in economic con
ditions) which will result in systematic
loan-loss charges to operations on a con
sistent basis.
This recommended approach
is designed to serve the objective of
presenting fairly the results of operations
in conformity with generally accepted ac
counting principles.8
There is no disagreement that substantial precedents
already exist for the Committee’s recommendation.

Bad-

debt provisions based on management estimations have been
a regular practice in nonbanking industries for many years.
However, a uniform formula for determining loan losses,
as recommended in the revised regulations, does provide
some distinct benefits for the users of bank financial
statements.

First, the formula is based on actual loan

losses over a five year period and thus avoids the use of
any subjective criteria in its determination.

Secondly,

it will help bring about greater uniformity in bank re
porting practices.

Also, the revised regulations in most

cases would produce the same results as those obtained
by management’s estimation of loan losses.

For these

^Committee on Bank Accounting and Auditing, Audits
of Banks:
Supplement (New York: American Institute of
Certified Public Accountants, Inc., 1969), p. 2.

reasons, it would seem that banks should use a five-year
average ratio for determining their loan-loss provisions.
Reserve For Loan Losses
Disclosure of the "reserve for loan losses" is also
a controversial issue in bank accounting.

Before the

revised regulations were issued in 1969, the majority
of banks deducted their loan-loss reserves from the loan
account balance in the statement of condition.

Other

banks carried the reserve in either the balance sheet*s
liability or capital section.
The revised regulations require banks to disclose
the reserve for loan losses in a separate section on the
balance sheet*s credit side, below total liabilities and
above capital funds.

Accordingly, a majority of banks

(57%) responding to the writer*s survey stated that they
disclose loans at their gross amount with the reserves
on the credit side of the balance sheet.

As shown in

question 14 in the Appendix, 100% and 72% of the banks in
Classes I and II, respectively, disclose their loans in
this manner, while 47% of Class IV banks report their
loans at gross without an accompanying reserve.

^Any addition to the loan-loss reserve in excess
of the amount determined by the prescribed formula could
be charged to undivided profits with appropriate dis
closure provided in the notes to the financial statements
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The reserve for loan losses under the revised regu
lations generally consists of a valuation portion and a
contingency portion.

The valuation portion of the loan-

loss reserve is established by banks to meet anticipated
loan losses which take place in normal operations.

The

establishment of this type reserve should properly be
reflected as a charge against net current earnings on the
income statement.

This reserve should be deducted from

total loans to determine the '’net realizable value” of
the outstanding loans.

Reserves that are established to

absorb unpredictable losses should not be considered valua
tion reserves.

Such "contingency” reserves should be

classified in the capital funds section of the balance
sheet.
The revised regulations, however, require all insured
banks to report the valuation and contingency portion of
the loan-loss reserves in one account on the credit side
of the balance sheet.

Although this requirement is con

trary to generally accepted disclosure policies, the
effect in most cases is immaterial on the fair presenta
tion of a bank's financial condition.

"In the rare in

stances where the effect of such classification on the
presentation of financial position is material, the rele-

*®John H. Myers, "Accounting Principles— Bad Debts,"
Auditgram. XLI (April, 1965), 18.
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vant facts should be disclosed in a note to the financial
statements and referred to in an exception in the audi11
tor's opinion.”

The revised regulations of the three Federal super
visory agencies have improved bank reporting standards
relating to loan losses.

Provisions for loan losses must

now be reported as an operating expense, thus providing
a better matching of revenues and expenses for reporting
purposes.

^Committee on Bank Accounting and Auditing, Audits
of Banks: Supplement, p. 3.

CHAPTER VIII
SUMMARY AND CONCLUSIONS
Commercial banks are an absolutely essential element
of the nation*s economic system.

These institutions

create the largest portion of the United States* money
supply by extending credit to individuals, corporations,
and governmental bodies.

Banks also provide flexibility

and mobility for the money supply by maintaining the interchangeability of currency and bank deposits.

Since com

mercial banks are the major creators and custodians of the
United States* money supply, they are considered quasi
public institutions and consequently are highly regulated.
Thus, bank accounting principles, practices, and statement
formats have developed to a large degree along the lines
required by Federal banking authorities.
As originally envisioned, the primary responsibility
of bank supervisory a u t h o r i t i e s was to protect depositors
against bank failures.

This study has attempted to deter

mine whether depositor protection still remains the sole
responsibility of bank supervisory authorities and whether
their resulting regulations have stimulated the progress
of bank financial reporting to stockholders.

The conclu

sions reached in this study are partially derived from the
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results of a survey sent to a representative sample of
Louisiana banks.

The questionnaire was classified into

five major areas— opinions concerning financial dis
closure , securities accounting, loans and loan losses,
fixed assets, and accounting principles.
Summary
Early Bank Reporting
Commercial banks, like many other business enterprises
in the early days of the twentieth century, were unwilling
to disclose much, if any, information about their finan
cial activities.

During this period the banking system

was comprised of many locally owned, closely controlled,
independent community banks.

Since there were very few

reasons to cater to stockholders outside the controlling
group, most banks cloaked their affairs in a "veil of
secrecy” and considered their financial reports absolutely
confidential.
It was not until the early 1930s that more and more
banks, especially larger city institutions, began to issue
fairly comprehensive statements of condition.

These pub

lished statements were designed wholly for the depositors*
benefit.

Accordingly, banks earnestly sought to present

an appearance of conservatism, stability, and steady
growth.

This early emphasis on depositor protection was

strengthened by the banking failures of the great depres-
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sion and by the bank holiday of 1933.
As a result, banks over the years employed accounting
and reporting practices that best suited the goals of a
conservative public image.

Some practices which are no

longer permitted included:

writing down of land, building,

and equipment to nominal values; immediate charge-off of
furniture and equipment in the period purchased; and using
reserves to camouflage the results of security transac
tions and loan losses.
For many years, the balance sheet was the primary
financial statement published by banks.

Moreover, bank

income statements prepared before 1945 were generally
inadequate and in some instances misleading.

Prior to

1945, only a few banks disclosed nonoperating income and/or
revealed the sources and uses of income in any detail.
Most banks simply disclosed a single "Net Profits" figure.
By the mid-50s a substantial number of banks were
reporting income based on a "net operating earnings." ap
proach which divided revenue and expense items into "steady"
and "msteady" categories.

Steady flows were used to

determine net operating earnings while unsteady flows were
included in the capital funds statement.

Although this

approach portrayed banks* earnings as stable and steadily
growing, stockholders wanted to know how the so-called
"unsteady items" affected earnings.

Therefore, in the

mid-60s some banks began to report the results of securities
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transactions and the provisions for loan losses in the
income statement below the net operating earnings line.
Banks were beginning to move toward an "all-inclusive"
income statement.
There is little doubt that the emphasis on depositor
protection during the early days of bank reporting was
sanctioned by the Federal bank regulators— the Comptroller
of the Currency, the Federal Reserve Board (FRB), and
the Federal Deposit Insurance Corporation (FDIC).

These

agencies' policies and requirements were designed to
assure protection of bank deposits through strict examina
tion and insistence on adequate capital in individual
banks.

As early as 1864, the Comptroller of the Currency,

the oldest of the three agencies, was requiring banks
under its jurisdiction to submit statements of condition
to determine the soundness of each bank's assets.

The

Federal Reserve and the FDIC have also used "call reports"
to estimate the degree of solvency maintained by banks
for depositor protection.
Recent Developments
There have been several developments in recent years
which have had a significant effect on bank accounting
and reporting.
A primary factor inducing changes in bank reporting
has been the gradually changing profile of bank ownership.

159
Since World War II, bank stock ownership has expanded
substantially as a result of the rapid growth experienced
by the banking industry.

A wider dispersion of bank

stock ownership has also been caused by the increasing
number of banks which have formed one-bank holding com
panies (OBIICs).

This new organizational form enables

banks to overcome certain regulatory restrictions since
the Bank Holding Company Act of 1956 specifically exempts
the OBHC from its provisions and related Federal Reserve
regulations.

Many OBHCs are listed on major stock ex

changes and their stocks are widely distributed geograph
ically throughout the United States.
As the number of bank shareholders increased, their
demands for more financial information to appraise the
value of their investments received increasing attention
by banks which were desiring additional capital funds.
Consequently, many banks began using accounting principles
and reporting practices which would better reflect oper
ating results and financial condition.
The banking industry was particularly affected by
the Securities Acts Amendments of 1964 which extended the
coverage of the Securities Acts of 1933 and 1934 to many
companies whose securities were widely held.

Commercial

banks had previously been exempted from the Acts on the
premise that they were already being regulated by Federal
banking authorities.

The 1964 Amendments applied to all
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banks with total assets in excess of $1,000,000 and those
with 750 shareholders of record.

The shareholder require

ment dropped to 500 as of May 1, 1967.
In late 1964, the FRB and the FDIC adopted almost
identical codes, known as ’’Regulation F,” for those banks
subject to the Securities Acts Amendments.

These regu

lations contained detailed instructions relating to the
form and content of financial statements published by
state chartered banks subject to the Securities Acts.

One

of Regulation F*s major provisions was that it required
banks to adopt an accrual accounting system.

It also

prohibited the arbitrary write-down of fixed assets.
The Comptroller of the Currency also issued rules,
similar to Regulation F, for national banks designed to
assure fair presentation of financial condition and oper
ating results.
Prior to 1964, bank supervision and Federal reporting
requirements had been designed primarily for depositor
protection.

The enactment of the Securities Acts Amend

ments, however, ushered in a new era of bank reporting and
regulation.

This legislation stipulated that the stock

holder was no longer to be considered an incidental factor
in bank reporting and regulation.

Both the depositors and

stockholders were to be regarded as equal in terms of fi
nancial reporting priorities.

The 1964 Amendments also

stimulated the banking industry to work toward further
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agreement on certain difficult accounting problems through
its trade associations*
Another recent development which has influenced bank
reporting is the increasing number of independent audits
being performed by certified public accountants for com
mercial banks.

Some bankers state that examinations by

supervisory agencies and audits by independent accountants
bring about unnecessary duplication of efforts.

These same

bankers, however, fail to realize that only in unusual
circumstances will the scope of supervisory examinations
approach that of an audit made in accordance with generally
accepted auditing standards.

Moreover, banks receive two

major benefits from independent audits;

improved investor

confidence and a variety of internal control improvements
arising from outside objective evaluations.
Hopefully, independent audits by CPAs will become
more widespread among banks of all sizes, even though they
are not required by Federal regulations.

As a minimum,

it would seem that independent audits should be required
v

for all commercial banks subject to the Securities Acts
Amendments.
Statement Of Condition
The most distinctive characteristic of a bank*s
statement of condition, as compared to the balance sheet
of nonbanking industries, is the absence of a segregation
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of assets (resources) and liabilities into current and
noncurrent categories.

This lack of segregation, however,

seems entirely appropriate considering a bank*s assets
and liabilities.

Except for bank premises and equipment

and long-term debt, most bank balance sheet items are
not susceptible to a classification as current or noncurrent.

For example, most deposit balances can be with

drawn on demand.
For many years there has been a major criticism of
bank balance sheet reporting.

In many cases the basis

of valuation for principal balance sheet items is not
disclosed.

This is a serious omission of significant

information and such information could readily be provided
in notes to the financial statement.

It is encouraging

Co note that many banks are now disclosing information
about their basis of valuation in their annual reports.
The statement of condition is considered more impor
tant in the banking industry than in most nonbanking in
dustries since it provides informative data concerning a
bank*s liquidity and solvency.

Therefore, banks must take

more than usual care to make certain that their assets and
liabilities are properly classified and valued for re
porting purposes.
Report Of Earnings
Until recent years, the vast majority of commercial
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banks employed a statement of operating earnings when
reporting their results of operations.

This type of

earnings report did not disclose the bank's provision
for loan losses or the gains and losses on securities
transactions realized during the year.

Advocates of this

"current operating performance" presentation contended
that it portrayed the results of a bank's normal opera
tions , and that the inclusion of loan-loss provisions
and security gains and losses would create wide fluctua
tion in reported net operating earnings.
On the other hand, proponents of the "all-inclusive"
income statement maintained that a single figure should
be clearly designated as the net income for a given ac
counting period, and that all items of profit and loss
should be recognized and included in the income statement.
Regulation F, as issued in 1964, represented a com
promise between the two opposing philosophies.

It re

quired loan-loss provisions and securities gains and
losses to be disclosed in a "non-operating additions and
deductions" section in the income statement.

The final

amount on the statement was captioned "transferred to
undivided profits."

In effect, this presentation consti

tuted an "all-inclusive" income statement but avoided
designating any figure as net income.
The accounting profession was also very interested
in the "current operating" versus "all-inclusive" income

164
statement controversy.

In December, 1966 the Accounting

Principles Board of the American Institute of CPAs issued
Opinion No. 9 entitled "Reporting the Results of Opera
tions."

This opinion stipulated that net income should

reflect all items of profit and loss recognized during the
period.

Opinion No. 9, however, was not applicable for

commercial banks pending further research by the AICPA
Committee on Bank Accounting.

In 1969 the exemption was

withdrawn with the issuance of APB Opinion No. 13.

This

opinion requires commercial banks to report earnings on
an "all-inclusive" basis and subjects banks to the pro
visions of Opinion No. 9.
Federal supervisory authorities were interested in
having bank reporting conform to generally accepted ac
counting principles.

After a series of discussions with

representatives of the banking industry, the Securities
and Exchange Commission, and the AICPA, the three Federal
regulatory authorities issued in July, 1969 sweeping
accounting and reporting revisions for the entire banking
industry.

The revised regulations require that a provision

for loan losses be included in operating expenses while
securities gains and losses must be disclosed in the non
operating section of the income statement.

The regulations

also stipulate that the final amount on the income state
ment must be labeled "Net Income."

These revised regula

tions have converted the bank income statement to a form
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that more closely resembles that of other business enter
prises organized for profit.
Not too many years ago, most commercial banks were
employing a cash basis of accounting.

Beginning in 1964,

banks subject to Regulation F were required to establish
accrual accounting systems for reporting purposes.

Many

more banks have inaugurated accrual accounting systems as
a result of revised regulations mentioned above.

Beginning

January 1, 1970 all insured banks with total assets of
$25 million or more must prepare their financial reports
from an accrual accounting system.

This requirement will

definitely improve the quality of bank reporting practices.
Even banks with assets of less than $25 million should
seriously consider using accrual basis accounting for re
porting purposes.
Accounting For Securities
Bond premium amortization has long been recognized as
a desirable practice and widely followed in the banking
industry.

This has probably been a widely accepted ac

counting practice since it results in a more conservative
presentation of operating results.
Although most commercial banks amortize premiums,
discount accumulation has not been so widespread.

One

possible reason for this inconsistent treatment of similar
items is that bankers have traditionally been reluctant
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to adopt a practice that would result in a "write-up" of
assets.

Also, according to Federal banking regulations

discount accumulation is optional rather than compulsory.
Lastly, some banks do not accumulate discounts since such
discounts are disregarded for tax purposes until sale
or redemption of the securities.
Discount accumulation, however, is just as necessary
to a fair presentation of net income as premium amortiza
tion.

Therefore, both premium amortization and discount

accumulation should be required for reporting purposes in
order that operating earnings reflect market yields rather
than coupon interest rates.

It is encouraging to note that

there has been an increasing number of banks over the past
several years amortizing both discounts and premiums for
reporting purposes.
Until quite recently, many banks followed the prac
tice of carrying securities gains and losses directly to
undivided profits or to a general securities reserve.

This

practice completely bypassed the income statement and left
much to be desired in terms of full disclosure.

Currently,

Federal banking authorities require all insured banks to
immediately recognize securities gains and losses arising
from the sale, redemption, or retirement of investment
securities.

The regulations also stipulate that the gains

and losses, together with the related income tax effect,
are to be disclosed in the nonoperating section of the banks*
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income statement.

Recognizing securities gains and losses

at the time of their realization conforms with generally
accepted accounting principles and is similar to the prac
tices followed in nonbanking industries.
Many banks carry a ’'reserve for contingencies" against
securities.

These general reserves are established as

precautionary measures for possible security losses.

Such

reserves should be treated as appropriations of undivided
profits.

Contingency reserves should not be used to absorb

actual losses and should be restored to undivided profits
when no longer needed.
Loan Losses
Bankers, regulatory authorities, and accountants
agree that loan losses are a natural incident of extending
credit and that such losses should enter into net income
determination.

Disagreements arise, however, concerning

how the loan-loss provision should be determined.
Bankers naturally wish to report maximum amounts
allowable as tax deductions.

Therefore, in the past

most banks made provisions for loan losses in amounts
approximating the maximum amounts allowable for income
tax purposes.

The Treasury tax formula had permitted banks

to accumulate a loan-loss reserve equal to 2.4% of their
total loan portfolio.

The maximum amount allowable in a

taxable year was limited to 0.8% of outstanding loans.
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The Tax Reform Act of 1969, however, reduced the
maximum amount allowable as a tax deduction.

According

to the new law, banks are permitted to accumulate loanloss reserves equal to 1.8% of eligible loans and allowable
deductions may not exceed 0.6% of eligible loans.

Banks

should not ordinarily use the Treasury tax loan-loss
provision for financial reporting purposes.

Tax deferral

accounting rules are well established and should be em
ployed if the tax deduction for loan losses exceeds the
provision established in accordance with generally accepted
accounting principles.
Before 1964 many banks carried their provisions for
loan losses directly to undivided profits.

This reporting

practice was clearly not in agreement with the generally
accepted accounting concept of matching revenues and ex
penses.

If interest earned on loans is properly treated

as part of net operating earnings, then the provision for
loan losses should logically be deducted in arriving at
net operating earnings.

Accordingly, Federal banking

authorities now require all insured banks to include their
provision for loan losses in the operating expense section
of the income statement.
In addition, the revised regulations provide that a
minimum loan-loss provision must be computed according to
a prescribed formula, such as a five-year average ratio
of net charge-offs to total loans.

Banking authorities
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expect this approach to result in greater uniformity and
comparability of bank reporting practices.

If a larger

provision than that determined by the formula is deemed
necessary by a bank*s management, it is permitted as long
as adequate disclosure is furnished in a note to the
financial statements.
Conclusions
The three Federal bank regulatory agencies definitely
have a considerable impact on commercial banks* financial
accounting and reporting practices.

Historically, the

philosophy of Federal regulation seemed to emphasize pro
tection of the depositors* interest.

Regulations leaned

toward conservative bank policies which often understated
earnings and asset values.

Since the passage of the

Securities Acts Amendments of 1964, Federal regulators
have become more cognizant of the stockholders* interest
in bank financial reporting.
Within recent years, the Federal authorities have
made serious efforts to improve the standards and quality
of bank accounting and reporting practices.

In 1969, for

example, all three supervisory agencies amended their regu
lations to make them conform more closely to generally
accepted accounting principles.
The banking industry is also actively participating
in the development of their accounting and reporting prac-
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tices.

Various banking associations are working closely

with Federal authorities and the accounting profession to
improve bank financial statements.

These associations

are urging all banks to become more aware of their re
sponsibilities to both stockholders and depositors when
preparing their annual reports.
Moreover* bank managements should quickly implement
those reporting practices which are designed to inform
more fully stockholders and depositors of the bank's fi
nancial condition and results of operations.

Banking is

a dynamic industry and its accounting and reporting prac
tices must change to keep abreast of new developments.
Many banks are beginning to realize that they must
disclose as much financial information as nonbanking
businesses in order to compete successfully for capital
funds.

Accordingly, the days of the condensed balance

sheet and income statement are numbered.

Many large banks

are now preparing annual reports which are as comprehensive
and informative as those prepared by nonbanking business
firms.

More and more smaller banking institutions are

beginning to prepare annual reports for their stockholders
(all the banks with assets of $25 million or more responding
to the writer's survey indicated that they publish an
annual report).
In conclusion, present day indications are that bank
managements have become increasingly aware of the stock-
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holders* interest in published financial information.
Banks of all sizes are reevaluating the traditional con
cept that financial statements should be designed primarily
for the depositors* benefit.

Bankers are beginning to

realize that informative reporting in accordance with
generally accepted accounting principles serves equally
well the interests of both depositors and stockholders.
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APPENDIX

TABLE I
CLASSIFICATION OF BANKS IN THE SURVEY

Class
I
II
III
IV

Number
Of Banks

Total Deposits As Of
December 31, 1968

Responding Banks
Number
Per Cent

10
19
24
47
100

Over $100 million
$99.9 - $25 million
$24.9 - $15 million
Below $15 million
Totals

8
14
13
19
54

80
74
54
40
54

TABLE II
OPINIONS OF BANKERS CONCERNING
FINANCIAL DISCLOSURE
(Per Cent)

I

Class
IV
II . III

Total

1. Do you believe that banks should
disclose as much information to
their stockholders as industrial
firms normally do?
A. Yes
100
B. No

86
14

38 . 58
62
42

67
33

2. Should banks be required to
publish both the Statement of
Condition and Earnings State
ment for the general public
(that is, those other than
stockholders)?
A. Yes
B. No

12
88

14
86

23
77

100

11
89

3. Do you feel that the bankfs
financial statements should
be prepared on a consolidated
basis?
A. Yes
B. No
Did not answer

75
13
12

64
22
14

69
16
15

63
32
5

67
22
11

186

TABLE II (Continued)
II

Class
III
IV

Total

4* Do you believe that an annual
audit should be performed by an
independent CPA and that his
opinion of the financial state
ments should be disclosed to
the stockholders?
A. Yes
B. No

50
50

50
50

15
85

26
74

33
67

5. Should the market value of the
bank's investment securities
be shown in the report to
stockholders?
A. Yes
B. No

63
37

50
50

46
54

26
74

43
57

36
64

23
77

5
95

22
78

43
57

15
85

32
68

31
69*

93
7

85
15

74
26

85
15

74
26
—

83
11
6

6. Do you believe banks, which have
written down their land and
buildings to very low figures,
should be required to reinstate
the written-down assets?
A, Yes
37
B. No
63

-

Do you believe stockholders are
entitled to more detailed finan
cial and operating information
than is presently required to be
published by regulatory agencies?
A. Yes
.37
B. No
63
8. Do you believe that the income
statement of commercial banks
should include as an operating
expense a provision for loan
losses?
A. Yes
B. No
9. Do you believe that the final
figure in the income statement
should be captioned "Net In
come (Loss)" for the period?
A. Yes
B- No
Did not answer

100

88

86

12

14

92
8
—

188
TABLE III
SECURITIES ACCOUNTING
(Per Cent)
pi a (je

_________

______________________ I

10. In reporting on securities
acquired at a price different
than par:
A. Premiums only are amortized
B. Both premiums and discounts
are amortized
C. Neither are amortized
D. Other
Did not answer

II

III

IV

Total

63

43

62

69

59

37

43
7
7

23
15
—

16
5
5
5

28
7
4
2

72

62

21

55

21

15

42

24

8

27

11

15

5
5

6
4

77
23

79
16
5

70
28
2

11. Profits and losses on sales
of "investment securities"
after applicable income taxes
are:
A. Shown as a separate item in
the nonoperating section of
100
the earnings statement .
B. Shown as an operating in
come and expense item
-C. Charged directly to un
mm mm
divided profits
D. Charged directly to a
mm mm
security reserve account
-Did not answer
12. Is the disclosure of income
from tax exempt securities
shown separately in the
earnings statement?
A. Yes
B. No
Did not answer
13. Are investment securities
shown on the balance sheet
by major classification (that
is, U.S.. Government obliga
tions, state and local securi
ties, and other bonds)?
A. Yes
B. No
Did not answer

—

- m

7

75
25

50
50

m$ mm

m

100
—
--

mm

93
7
--

100
—
--

95
—
5

96
2
2
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TABLE IV
LOANS AND LOAN LOSSES
(Per Cent)

I
14. Loans are shown on the balance
sheet at:
mm «
A. Gross amount
B. Gross amount with reserve
shown on the liabilities
100
side
C. Gross amount less reserve
-for bad debts
15, Are bank loans classified on
the balance sheet according
to the type of customer?
A. Yes
B. No
Did not answer
16. The annual provision for loan
losses as an operating expense
is made on the basis o f :
A. A charge equivalent to a
five-year average ratio
of losses computed on the
basis of net charge-offs
to total loans over the
past five years
B. A charge equivalent to an
average ratio of losses
computed on the basis of
a forward moving average
beginning with the year
1969
C. Actual net charge-offs as
experienced in the current
year
D. Treasury tax formula
E. Other
Did not answer

m mm

100
**"•

II

Class
III
IV

Total

14

38

47

30

72

54

32

57

14

8

21

13

14
86

8
84
8

42
58

20
78
2

mmmm

50

43

31

26

35

12

14

23

16

17

mm mm

14
15
7
7

23
15
8

21
16
11
10

17
17
9
5

25
13
• • mm

mm mm
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TABLE V
BANK PREMISES, EQUIPMENT, AND
OTHER REAL ESTATE
(Per Cent)

00

•

17. Is the basis of valuation of
the bank's premises and equip
ment disclosed either in cap
tion or by footnote?
A. Yes
B. No
Did not answer

Class
III
IV

Total

26
69
5

22
76
2

31

58

39

21

15

16

19

29
21

31
8
15

I

II

13
87

29
71

15
85

MM

MM

MM

29

Profits and losses on disposi
tion of bank premises and
equipment are:
A. Shown as an operating
25
expense or income item
B. Charged directly to undivided
profits
25
C. Shown as a separate item in
37
the nonoperating section
13
Not applicable
Did not answer
m m

19. Depreciation expense is deter
mined by:
A. Applying a reasonable rate
50
consistently
B. Applying a reasonable rate
consistently plus occasional
write-offs
C. Same as on Federal Income
50
Tax Return
CM

o

Bank buildings are disclosed on
the balance sheet at:
A. Cost less accumulated
74
depreciation
B. Nominal value
13
C. Other
13
Not applicable
Did not answer
mmmm

•
amm

21
5

20
17
5

M M

29

M M

32

26

7

38

26

20

64

62

42

54

93
7

85
-«
15

53
21

74
9
6
9
2

--

—

MM

21
5
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TABLE VI
ACCOUNTING PRINCIPLES
AND REPORTING PRACTICES
(Per Cent)
I
21. Accounting principles applied in
the preparation of financial
statements conform primarily t o ;
A. Those formulated by regula
tory agencies
88
12
B. Income tax regulations
C. Pronouncements of NABAC/Bank
m mm
'Administration Institute
D. Pronouncements of the Amer
ican Institute of Certified
•amm
Public Accountants
m
mm
Did not answer

n

50
14

77
15

14

mm

22
***■

22. The accounting basis for the
preparation of financial state
ments with the exception of the
trust department's functions is
primarily:
75 , 93
A. Accrual
B. Hybrid (Combination of
25
Cash and Accrual)
7
....
»- •
C. Cash
23. Are changes in accounting
principles or practices which
are made during any period for
which financial statements are
prepared and that will affect
comparability of such finan
cial statements with those of
prior or future annual periods,
disclosed in a note to the
appropriate financial state
ments?
100
A. Yes
mm mm
B. No
mmmm
Did not answer

Clas s
III
IV

71
29
«•mm

Total

85
5

74
11

mmmm

4

5
5

9
2

46

26

56

23
31

26
48

20
24

70
15
15

42
53
5

65
30
5

«m

8
mm mm
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TABLE VI (Continued)

I
24. Does the bank report a compara'
tive reconciliation of capital
accounts to the stockholders
for the latest fiscal year and
the preceding fiscal year?
100
A. Yes
m mm
B. No
mm mm
Did not answer

II

86
14
mm

Class
III
IV

69
23
8

63
37

53
47

61
37
2

4157
2

mm mm

26. Does the bank indicate to
readers of the financial
statements whether an accrual
or cash basis has been used
in the preparation of the
reports?
A. Yes
B. No
Did not answer

64
29
7

31
69
**•*

32
68

100

100

mm mm

«■» mm

77
23

53
47

•

54
46

r*-

57
36
7

CM

25. Does the bank report a compara
tive reconciliation of valua
tion reserves and contingency
reserves to the stockholders
for the latest fiscal year and
the preceding fiscal year?
A. Yes
100
mm mm
B. No
mmmm
Did not answer

Does the bank publish an
annual report for its stock
holders?
A. Yes
B. No

37
63

Total

*.«•

mmmm

76
22
2

78
22
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